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NOTE 


The regulatory provisions appearing in this pamphlet are a com- 
pilation of all portions of the Income Tax Eegulations issued under 
the Internal Kevenue Code of 1954 during the period January 1, 
1957 through December 31, 1957. These provisions were published in 
daily issues of the Federal Eegister in compliance with the Admin- 
istrative Procedure Act (5 USC 1001) and were later reprinted in 
the weekly issues of the Internal Eevenue Bulletin. A limited num- 
ber of these pamphlets have been prepared for use until complete 
Income Tax Eegulations under Part 1, Title 26 (1954), Code of 
Federal Eegulations are available in book form. Previously issued 
pamphlets in this series contained Income Tax Eegulations issued 
under the 1954 Code during the following periods: Publication Ko. 
329-1, period August 17, 1954 through May 31, 1956; Publication 
No. 329-2, period June 1, 1956 through December 31, 1956. 




EXPLANATION OF 

APPLICABILITY AND ARRANGEMENT OF 
INCOME TAX REGULATIONS 

Scope — The regulations relating to the income taxes imposed by 
the Internal Revenue Code of 1954 have been designated Income Tax 
Regulations (26 CFR Part 1). These regulations relate to subtitle 
A (chs. 1-6, inch) and certain related administrative provisions of 
subtitle F of the 1954 Code. The practice of assigning a sej)arate 
Internal Revenue Service number to new regulations (such as Regu- 
lations 111 or Regulations 118) has been discontinued. 

Applicability — Income Tax Regulations (26 CFR Part 1) gen- 
erally are api^licable to taxable years beginning after December 31, 
1953, and ending after August 16, 1954. However, in those instances 
wdiere the applicability of the provision of law is stated in terms 
of a specific date occurring after December 31, 1953, or in terms of 
taxable years ending after a specific date occuiTing after December 
31, 1953, these regulations may also relate to the income taxes im- 
posed by the Internal Revenue Code of 1939. Two other principal 
exceptions to this rule are the regulations under chapters 3 and 5 
of the^ 1954 Code, which are applicable to payments and transfers 
occurring after December 31, 1954. 

Akrangement and Numbering — The Income Tax Regulations are 
subject to codification in the Code of Fedei'al Regulations and are 
published as Part 1, Subchapter A, Chapter I, Title 26 (1954) of that 
Code. As a document subject to codification, the arrangement and 
iiiimbering conform to the rules prescribed by the Administrative 
Committee of the Federal Register in Part 1, Chapter I, Title 1 of 
the Code of Federal Regulations. 

Each section of the regulations is preceded by the section, sub- 
section or paragraph of the Internal Revenue Code of 1954 which 
it interprets. The sections of the regulations can readily be dis- 
tinguished from sections of the Code since — 

1. The sections of the regulations are printed in larger type ; 

2. The sections of the regulations are preceded by a section symbol 
and the part number, arabic numeral 1, followed by a decimal point 
(§ 1.) and; 

3. The sections of the Code are preceded by “Sec.”. 

Each section of the regulations setting forth law or regulations 
is designated by a number composed of the part number followed by 
a decimal point (1.) and the number of the corresponding provision 
of the Internal Revenue Code of 1954. In the case of a section setting 
forth regulations, this designation is followed by a dash ( — ) and 
a number identifying such a section. By use of these designations 
one can ascertain the sections of the regulations relating to a provi- 
sion of the Code. Thus, the section of the regulations setting forth 

( 1 ) 
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section 301 of the 1954 Code is designated § 1.301, and the regula- 
tions pertaining to such section 301 is designated § 1.301-1. 

In some cases the regulations are broken down in such manner as 
to relate to a single subsection of a section rather than to the section 
as a whole. Thus, the regulations under section 108 are broken 
down so that those under section 108(a) are designated as § 1.108(a)-l 
and § 1.108 (a)-2 and those under section 108(b) are designated as 
§ 1.108(b)— 1. Generally, however, the regulations will not be broken 
down in such manner as to indicate, by specific designation, that they 
relate to any division of law inferior to a subsection. Thus, for 
example, the section of the regulations which contains regulations 
under section 108(a)(2) of the Internal Revenue Code of 1954 is 
designated § 1.108(a)-2 rather than § 1.108(a) (2)-l. 

In some cases several sections of the regulations relate to a single 
section or subsection of the Internal Revenue Code of 1954. For 
example, §§ 1.105-1 to 1.105-5, inclusive, all deal with section 105 
of the Code. Similarly, both § 1.108 (a) -1 and § 1.108 (a) -2 deal 
with section 108(a) of the Code. 

Regulations under certain revenue laws not included in the Internal 
Revenue Code of 1954 depart from the numbering described in the 
preceding paragraphs. See, for example, the regulations issued under 
Public Law 74, Eighty-fourth Congress (§§ 1.9000-1 to 1.9000-8, 
inch). 

As an additional convenience to the reader, a partial comparison 
of the system of numbering the various divisions of the Code of 
Federal Regulations and the Internal Revenue Code of 1954 is set 
forth below : 


Code of Internal Revenue 

Federal Regulations Code of 1954 





Description of 


Division 

Description of Number 

Example 

Number 

Example 

Section. , 

. , , , Arabic numeral sep- 
arated from the part 
number by a deci- 
mal : 

Section setting 
forth la^v .... 

Section setting 
forth regula- 
tions 

1.31 

1.31-1 

Arabic numeral . . , . 

31 

Subsection. . . . . 

, . . . (None) 


Small letter in pa- 
rentheses 

(a) 

^Paragraph . . . . 

. , , . Small letter in pa- 
rentheses 

(a) 

Arabic numeral in 
parentheses 

(1) 

Subparagraph . 

Arabic numeral in 
parentheses 

(1) 

Capital letter in 
parentheses 

(A) 

Subdivision . . . . 

Inferior 

. . . , Small roman numer- 
al in parentheses 

(i) 

Small roman numer- 
al in parentheses 

(i) 

subdivisions, . . 

. . . Small italic letter 
in parentheses 

(a) 

None 



[*It should be noted that the first internal division of a regulations section is ‘‘paragraph** 
and the first internal division of a law section is “subsection.”] 
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RIeaning op Teems — Eeferences to a section or other provision 
of law are references to a section or other provision of the Internal 
Eevenue Code of 195-4 unless otherwise indicated. 

The term “the regulations in this part” -when used in these regula- 
tions means the regulations in Part 1, Subchapter A, Chapter I, Title 
26 (1954) , of the Code of Federal Eegulations, that is, the Income Tax 
Eegulations (26 CFE Part 1). 

Table op Contents — There is shown preceding the text of the regu- 
lations a table of the sections containing statutory or regulatory 
provisions which appear in this publication. 

Index — An index to the material contained in this publication fol- 
lows the text of the regulatory material. 
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I.R.B. 1957-39, 7. 
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I.R.B. 1957-11, 11. ^ „ 
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I.R.B. 1957-42, 40. 

§8 1.851 through 1.855-1, T.D. 6236, 22 F.R. 8872, June 4, 1957 ; 
I.B.B. 1957-24, 19. 
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I.R.B. 1057-47, 14. 

8 1.1022, T.D. 6265, 22 F.R. 8935, Nov. 7, 1957 ; I.R.B. 1957-47, 14. 
88 1.1033 (a) through 1.1033 (f)-l, T.D. 0222, 22 F.R. 215, Jan. 10, 
1957 : I.R.B. 1957-4, 7. 

SS 1.1201 through 1.1223-1, T.D. 6243, 22 F.R. 5867, July 24, 1957 ; 
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SS 1.1231 through 1.1232-4, T.D. 6253, 22 F.R. 7652, Sept. 26, 10o7 ; 
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SS 1.1230 and 1.1236-1, T.D. 6253, 22 F.R. 7652, Sept. 26, 1057 ; 
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§8 1.1237 and 1.1237-1, T.D. 6247, 22 F.R. 6493, Aug. 14, 1957 ; 
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I.R.B. 1957-^1, 18. 

§ 1.1335-1 (b), (amendments), T.D. 6230, 22 F.R. 2942, Apr. 26, 
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88 1.1341 through 1.1347-1, T.D. 6242, 22 F.R. 5795, Jiily 20, 1957 ; 
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88 1.1441 (c) (6) and 1.1441-4 (e), (amendments), T.D. 0229, 22 
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S 1.1441-5, (amendments), T.D. 6238, 22 F.R. 4078, June 11, 1957 ; 
I.R.B. 1957-25, 21. 
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I.R.B. 1957-47, 66. 
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TEMPORARY RULES RELATING TO THE INCOME TAX 
AND ADMINISTRATIVE MATTERS UNDER THE 
INTERNAL REVENUE CODE OF 1954 

The temporary rules, prescribed by Treasury Decisions 6118, 6124, 
6131, 6208, and 6209, relating to certain elections or other actions by 
taxpayers under provisions of the Internal Revenue Code of 1954 
which do not correspond to provisions of the Internal Revenue Code 
of 1939, and published in previously issued pamphlets in this series 
(Publication No. 329-1, page 17 and Publication 329-2, page 21) 
have been superseded in part by permanent regulations as indicated 
below. Such supersedures are in addition to those noted in the previ- 
ous pamphlets. 

Paragraph 5. Research and Experimental Expenditures. 

[Snperseflecl by permanent regulations — T.D. 6255, 22 F.K. 7901, October 4, 1957 ; I.R.B. 
1057-42, 21.] 

Par. 6. Soil and Water Conservation Expenditures Treated as 
Expenses Not Chargeable to Capital Account. 

[Superseded by permanent regulations— -T.D. 6235, 22 I^R. 3849, June 1, 1957; I.R.B. 
1957-24, 7.} 

Par. 9. Accrual of Eeal Property Taxes. 

[Superseded by permanent regulations — T.D. 6282, 22 F.R. 10086, December 25, 1957 ; 
I.R.B. 1958-1, 25.] 

Par. 16. Special Rules Applicable to Distributions by Trusts 
IN First 65 Days op Taxable Year. 

[Superseded by pexmianent regnlations — T.D. 6217, 21 F.R. 10207, December 20, 1956 ; 
C.B. 1050-2, 330, Publication 329-2.] 

Par. 17. Foreign Tax Credit Ai.lowed to Shareholders of a 
Eegulated Investment Company; Manner of Making Election 
AND Notifying Shareholders. 

[Superseded by permanent regulations — T.D. 0236, 22 F.R. 3872, June 4, 1957 ; I.R.B. 
1057-24, 19.] 
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INCOME TAX REGULATIONS 

Income Taxes 

NORMAL TAXES AND SURTAXES 
Deteemination of Tax Liability 
TAX ON COEPOKATIONS 

§ 1.11 Statutory Provisions; Tax on Corporations. 

[In § 1.11, section 11 (b) and the historical note at the end of section 11 as set forth 
in a previously issued pamphlet in this series (Publication No. 329-1, page G5) was deleted 
by T.D. 6237 and the following provisions and statements inserted in lieu thereof.] 

SEC. 11. TAX IMPOSED. 

(b) Noemal tax. — 

(1) Taxable xeaes beginning befoee July 1, 1958. — In the case of a 
taxable year beginning before July 1, 1958, the normal tax is eciiial to 30 
percent of the taxable income. 

(2) Taxable yeaes beginning aftee June 30, 1958. — In the case of a 
taxable year beginning after June SO, 1958, the normal tax is equal to 
25 percent of the taxable income. 

[Sec. 11 as amended by sec. 2, Tax Kate Extension Act, 1955 ; sec. 2, Tax Rato 

Extension Act, 1956 ; sec. 2, Tax Rate Extension Act, 1957.] 

§ 1.11-1 Tax on Corporations. * * * 

[Paragraph (c) of § 1.11-1 as set forth in a previously issued pamphlet in this series 
(Publication No. 329-1, page 66) was deleted by T.D. 6237 and the following provisions 
inserted in lieu thereof.] 

(c) The normal tax is computed by applying to the taxable income 
the rate of tax in effect for the taxable year. The rates of tax ap- 
plicable for the respective taxable years are as follows : 

Percent 


For taxable years beginning before July 1, 1958 30 

For taxable years beginning after June 30, 1958 25 


CHANGES IN RATES DURING A TAXABLE YEAR 

§ 1.21-1 Changes in Rate During a Taxable Year. — 

[In § 1.21-1, paragraph (a) and example (2) of § 1.21-1 (n) as set forth in a previously 
issued pamphlet in this series (Publication No. 320-1, page 68 and 73) were deleted and 
the following provisions inserted in lieu thereof.] 

(a) Section 21 applies to all taxpayers, including individuals and 
corporations. It provides a general rule applicable in any case where 
(1) any rate of tax imposecT by chapter 1 upon the taxpayer is in- 
creased or decreased, or any such tax is repealed, and (2) the taxable 
year includes the effective date of the change, except where that date 
is the first day of the taxable year. Thus, for example, the normal 
tax on corporations is, under section 11(b), decreased from 30 per- 
cent to 25 percent in the case of a taxable year beginning after June 
30, 1958. Accordingly, the tax for a taxable year of a corporation 
beginning on July 1, 1958, will be computed under section 11(b) at 
the new rate without regard to section 21. However, for any tax- 
able year beginning before July 1, 1958, and ending on or after that 

(21) § 1.21-^l(a) 
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date, the tax will be computed under section 21. For additional cir- 
cimistaiices under which section 21 is not applicable, see paragraph 
(k) of this section. 

(n) The application of section 21 may be illustrated by the follow- 
ing examples : 

^ .*{: :}j 4: 

Example {§) . For purposes of this example, the folloAving facts 
are assumed : The taxpayer is a corporation, its taxable year is the 
calendar year 1958, its taxable income for both normal tax and sur- 
tax purposes is $100,000, and it is subject to a change in the rate of 
the normal tax from 30 percent of taxable income to 25 percent of 
taxable income effective on July 1, 1958. The change in the normal 
tax rate applicable to the corporation does not affect the amount of 
any other tax applicable to the corporation under chapter 1. In 
such case, the tentative tax at the 30 percent rate would be $30,000, 
and the tentative tax at the 25 percent rate would be $25,000. The 
proportionate part of the tentative tax at the 30 percent rate is $14,- 
876.71, that is, an amount which is the same proportion of $30,000 as 
181 (the number of days from January 1 to June 30, 1958, both dates 
inclusive) is to 365 (the total number of days in the taxable year) . 
The proportionate part of the tentative tax at the 25 percent rate is 
$12,602.74, that is an amount which is the same proportion of $25,000 
as 184 (the number of days from July 1 to December 31, 1958, both 
dates inclusive) is to 365. 


CREDITS AGAINST TAX 

§ 1.37 Statutory Provisions ; Eetireivient Income. 

^ [In § n3T, section 37 (a) (2) and the historical note at the end of section 37 as set forth 
w issued pamphlet in this series (Publication No. 329-1, page 83) wore deleted 

by T.D. 6237 and the foRowing provisions and statements inserted in lieu thereof.] 

SEC. 37. ketihement income * * * 


(d) Limitation on Betirement Income. * * * 

(2) in the case of any individual who has not attained the age of 72 
before the close of the taxable year, any amount of earned income (as 
defined in subsection (g)) — 

(A) ill excess of t^9C)0 received by the individual in the taxable year 
if such individual has not attained the age of 65 before the close of the 
taxable year, or 

of §1,200 received by the individual in the taxable year 
if such individual has attained the age of 65 before the close of the 
taxable year. 


^ SP 

[See. 37 as amenScd by Pnb. Law 299 (84tb Cone.), for taxable years heeinnine 
after December 31 1954, and by Pub. Law 398 (84tb Cong.), for taLhlf leS beeln^ 
December 31. 1955. For taxable years beginning befort jamm^^? 1 1955 
° term does not include a fund or system estab- 

afteft^ ^?d?SHfftr!c1rf 

agis h. miM. (el, 1. „ 5,00 srskisj 


§ 1.37-4 Limitation on Amount op Rbtieement Income. 

No.^32f2f p'a|I'89“wVs Sed^by ®T^D ®623? Zf “ this series (Publication 
in lieu tbereof ] aeieteu oy i.D. 6237 and tie following provisions were Inserted 

§ 1.21-1 (n) 
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(a) Section 37 (d) provides a limitation on the amount of retirement 
income with respect to which the retirement income credit is allowable. 
Such credit is computed on the amount of retirement income, as de- 
fined in section 37(c), but on not more than the amount determined 
as the limitation provided by section 37(d). In any event, the max- 
imum amount of retirement income with respect to which the retire- 
ment income credit is allow^able is $1,200. 

(b) The limitation provided by section 37(d) is determined by 
subtracting from $1,200 the sum of — 

(1) Amounts received during the taxable year as (i) a pension 
or annuity under Title II of the Social Security Act; (ii) a pension 
or annuity under the Eailroad Retirement Acts of 1935 or 1937 ; 
(iii) any other pension or annuity which is excludable from gross in- 
come, such as pensions received under laws relating to veterans; and 

(2) (i) For taxable years beginning after December 31, 1955, the 
amount of earned income received during the taxable year in excess 
of (a) $900, if the individual has not attained the agje of 65 before 
the close of his taxable year, or (6) $1,200, if the individual has at- 
tained the age of 65 but not 72 before the close of his taxable year ; or 

(ii) For taxable years beginning before J anuai*y 1, 1956, the amount 
of earned income received during the taxable year in excess of $900, 
if the individual has not attained the age of 75 before the close of 
his taxable year. 

(c) In determining the limitation of section 37(d), the following 
additional rules shall be applicable : 

(1) No reduction shall be made on account of any amounts ex- 
cluded from gross income because of the application of section 72 
(relating to annuities), section 101 (relating to life insurance pro- 
ceeds) , section 104 (relating to compensation lor injuries or sickness) , 
section 105 (relating to amounts received under accident and health 
plans) , section 402 (relating to taxability of beneficiary of employees’ 
trust), or section 403 (relating to taxation of employees annuities). 

(2) For taxable years beginning after December 31, 1955, no re- 
duction for earned income received during the taxable year shall be 
made in the case of an individual who has attained the age of 72 
before the close of his taxable year; and for taxable years beginning 
before J anuary 1, 1956, no reduction for earned income received during 
the taxable year shall be made in the case of an individual who has 
attained the age of 75 before the close of his taxable year. 

(3) The term ‘‘earned income” has the same meaning as in § 1.37- 
2(a). (However, the special rule relating to wddows and widowers 
contained in section 37(b) is not applicable in determining the 
limitation of section 37(d).) 

(4) Where the amounts designated in paragraph (b) of this section 
are treated as community income under community property laws 
applicable with respect to such income, such amounts shall be treated 
as received one-half by each spouse. 

(5) In no event can the sum of the amounts designated in para- 
graph (b) of this section reduce the amount of the retirement income, 
or the credit with respect thereto, to less than zero. 

(d) The determination of the limitation of section 37(d) may be 
illustrated by the following examples : 


§ 1.37-^4(d) 
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Example {1), If an individual eligible for the retirement inconn 
credit, age 68 at the close of the taxable year 1954, received as his 
only income during the taxable year $800 of interest and $1,700 a.‘ 
compensation for personal services rendered by him during sucli 
year, the individual is entitled for such taxable year to a retirement 
income credit on $400 of the interest. Since the individual liad not 
attained the age of 75 before the close of the taxable year, the limita- 
tion of section 37 (d) is determined by subtracting from $1,200 tin; 
amount of $800, that is, the amount of earned income ($1,700) Avliieli 
is in excess of $900. The limitation is thus $400 ($1,200 less $800) 
and the retirement income credit is computed on $400 of the retire- 
ment iimome (the interest item) . If the individual had attained the 
age of 75 before the close of the taxable year 1954, no amount -would 
oe subtracted from $1,200 by reason of his earned income and tin* 
nmitation would then be $1,200 instead of $400, and the retirement 
income credit would be computed on the entire amount of the in- 
terest Item of $800. 

Example {2). Assume that the individual in example (1) re- 
ceived the same items of income for his 1957 taxable year. Since tlie 
individual has attained the age of 65 but not the age of 72 before the 
clpse of such taxable year, the limitation of section 37(d) is deter- 
mined by subtracting froni $1,200 the amount of $600 that the 
amount of earned income {$l,i00) which is in excess of $1,200 * Vhe 

St ffcAml ™ ©Sr income 

cieait lb computed on JTOO of the retirement income 

Item). If the iudividiuil had attained the age of iTbefoie tS 
of t-ie taxable year 195 1 , no amount would be subtracted from $1 200 
by reason of liis earned income, and the limitation 
$1,200 instead of $700, and the retirement income credit would be 
computed on the entire amount of the interest item ol $800. ^ 

§ l.OI— 5 iLLXJSTEATIOlSr OF ApPLIOATIOlt OP SECTION 37. 

XoS329-l“ page deVetelf by (Publication 

iiiliea thereof.] loiiowing: provisions ware iiiBerted 

eJmpleS"”" ** ““U-ated by the following 

1956:“ of i»o™Sti» caimSr™e£ 

Dividend Income (of wliicii $50 is excluded frerr, „ 
under section 116) ^ cniaea fiom gross income 

Pension under the Eailroad Retirement Act of inq?' 'A' i- ' \ 

eluded from gross income) or i93f (entirely ex- 

DisaWlit.v payments under a wortoen's comDeninii'© IT ■•-••• • ^00 

400 

Earned at odd jobs 600 

foSw); W* before the' credit!'*^ 

^ +lute„ri"^g.T ““ “““ +«“ .„o„e 

$2,600 
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Tax before any credit (determined by table in section 3) 230 

Less dividend received credit under section 34 28 


Tax before retirement income credit $202 

ISText, the taxpayer must compute his retirement income credit as 
follows : 

Retirement income includes : 

Dividend income $700 

Rental income 600 


Total retirement income $1,800 

But the limitations in section 37 (d) provide that this amount may 
not exceed a maximum amount for the taxable year 1956, determined 
as follows : 

Maximum amount (before reduction) $1,200 

Less railroad retirement pension 600 


$600 

Less earned income in excess of $1,200 100 

Amount of retirement income upon which the credit is computed . . $500 


The retirement income credit is computed by applying the 20 per- 
cent rate to the maximum amount of retirement income reduced by 
the railroad retirement pension and the earned income in excess of 


$1,200, as follows : 

Maximum amount of retirement income as reduced above $500 

20 percent rate 20 

Retirement income credit $100 

Computation op Taxable Income 


DEFINITION OF GROSS INCOME, ADJUSTED GROSS INCOME, 

AND TAXABLE INCOME 

§ 1.61 Statutory Provisions; Gross Income Defined. 

SEC. 61. GROSS INCOME DEFINED. 

(a) General Definition. — Except as otherwise provided in this sub- 
title, gross income means all income from whatever source derived, includ- 
ing (but not limited to) the following items : 

(1) Compensation for services, including fees, commissions, and simi- 
lar items; 

(2) Gross income derived from business; 

(3) Gains derived from dealings in property; 

G) Interest ; 

(5) Rents; 

(6) Royalties; 

G) Dividends; 

(8) Alimony and separate maintenance payments; 

(9) Annuities; 

(10) Income from life insurance and endowment contract^'; 

(11) Pensions; 

(12) Income from discharge of indebtedness; 

(13) Distributive share of partnership gross income; 

(14) Income in respect of a decedent; and 

(15) Income from an interest in an estate or trust. 

(b) Cross References. — For items specifically included in gross income, 
see part II (sec, 71 and following). For items specifically excluded from 
gross income, see part III (sec. 101 and following). 


1.61 
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§ 1.61-1 Gross Income. — (a) General definition. — Gross income 
means all income from whatever source^ derived, unless excluded by 
law. Gross income includes income realized in anj^ form, whetlier in 
money, property, or services. Income may be realized, therefore, in 
the form of services, meals, accommodations, stock, or other property, 
as well as in cash. Section 61 lists the more common items of gross 
income for purposes of illustration. For purposes of further illus- 
tration, § 1.61—14 mentions several miscellaneous items of gross income 
not listed specifically in section 61. Gross income, how^ever, is not 
limited to the items so enumerated. 

(b) Gross references. — Cross references to other provisions of the 
Internal Eevenue Code of 1954 are to be found throughout the regula- 
tions under section 61. The purpose of these cross references is to 
direct attention to the more common items which are included in or 
excluded from gross income entirely, or treated in some si^ecial manner. 
To the extent that another section of the Internal Eevenue Code of 
1954, or of the regulations thereunder, provides specific treatment for 
any item of income, such other provision shall apply notwithstanding 
section 61 and these regulations. The cross references do not cover 
all possible items. 

(1) For examines of items specifically included in gross income, 
see sections 71 through 77. 

(2) For examples of items specifically excluded from gross income, 
see sections 101 through 121. 

(3) For general rules as to the taxable year for which an item is 
to be included in gross income, see section 451 and the regulations 
thereunder. 

§ 1.61-2 Compensation for Services, Including Fees, Commis- 
sions, AND Similar Items. — (a) In general. — (1) Wages, salaries, 
commissions paid salesmen, compensation for services on the basis of 
a percentage of profits, commissions on insurance premiums, tips, 
bonuses (including Christmas bonuses) , termination or severance pay, 
rewards, jury fees, marriage fees and other contributions received by 
a clergyman for services, pay of persons in the military or naval forces 
of the United States, retired pay of employees, pensions, and retire- 
ment allowances are income to the recipients unless excluded by law. 
Several special rules apply to members of the Armed Forces, Coast 
and Geodetic Survey, and Public Health Service of the United States ; 
see paragraph (b) of this section. 

(2) The Internal Eevenue Code of 1954 provides special rules in- 
cluding the following items in gross income : 

(i) Distributions from employees’ trusts, see sections 72, 402, and 
403, and the regulations thereunder ; 

(ii) Compensation for child’s services (in child’s gross income) , see 
section 73 and the regulations thereunder; 

(iii) Prizes and awards, see section 74 and the regulations there- 
under. 

(3) Similarly, the Internal Eevenue Code of 1954 provides special 
rules excluding the following items from gross income in whole or 
in part : 

(i) Gifts, see section 102 and the regulations thereunder; 

§ 1.61-1 (a) 



27 

(ii) Compensation for injuries or sickness, see section 104 and tlie 
regulations tliereiincler ; 

(iii) Amounts received under accident and health plans, see section 
105 and the regulations thereunder ; 

(iv) Scholarship and fellowship grants, see section 117 and the 
regulations thereunder ; 

(v) Miscellaneous items, see section 121. 

(b) Menihers of the Armed Forces^ Coast and Geodetie Survey^ and 
Public Health Senvice, — Subsistence and uniform allowances granted 
commissioned officers, chief warrant officers, warrant officers, and en- 
listed personnel of the Armed Forces, Coast and Geodetic Survey, and 
Public Health Service of the United States, and amounts received by 
them as commutation of quarters, are to be excluded from gross in- 
come. Similarly, the value of quarters or subsistence furnished to 
such persons is to be excluded from gross income. For the exclusion 
from gross income of — 

(1) Disability pensions, see section 104(a)(4) and the regula- 
tions thereunder; 

(2) Mustering-out payments, see section 113 and the regula- 
tions thereunder; 

(3) Miscellaneous items, see section 121. 

However, the per diem allowance in lieu of subsistence and the mileage 
allowance received by such persons while in a travel status or on 
temporary duty away from their permanent stations shall be included 
in their gross income. 

(c) Payment to charitable^ etc,^ organization on behalf of person 
rendering services, — The value of services is not includible in gross 
income when such services are rendered directly and gratuitously to 
an organization described in section 170(c). Where, however, pur- 
suant to an agreement or understanding, services are renderecl to a 
person for the benefit of an organization described in section 170 (c) 
and an amount for such services is paid to such organization by the 
person to whom the services are rendered, the amount so paid consti- 
tutes income to the person performing the services. 

(d) O ompensation paid other than in cash. — (1) In general, — If 
services are paid for other than in money, the fair market value of 
the property or services taken in payment must be included in income. 
If the services w^ere rendered at a stipulated price, such price wdll be 
presumed to be the fair market value of the compensation received, 
in the absence of evidence to the contrary. 

(2) Property transferred to cm ployee; insurance premiums paid by 
crrrploycr, — Except as otherwise provided in section 421 and the reg- 
ulations tliereiincler (relating to employee stock options), if property 
is transferred by an employer to an employee for an amount less 
than its fair market value, regardless of whether the transfer is in 
the form of a sale or exchange, the difference between the amount 
paid for the property and the amount of its fair market value at the 
time of the transfer is compensation and shall be included in the 
gross income of the employee. In computing the gain or loss from 
the subsequent sale of such property, its basis shall be the amount 
paid for the property increased by the amount of such difference in- 
cluded in gross income. Generally, life insurance premiums paid by 

§ L61^2(d)(2) 
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an employer on tlie lives of liis employees, where the proceeds of 
such insurance are payable to the beneficiaries of such employees, are 
part of the gross income of the employees. However, preniiiuus paid 
by an employer on policies of group term life insurance covering the 
lives of his employees are not gross income to the employees, even 
if they designate the beneficiaries. For special rules relating to the 
exclusion of contributions by an employer to accident and health 
plans, see section 106 and the regulations thereunder. 

(3) Meah and living qiiarters. — The value of living (piarters or 
meals which an employee receives in addition to his salary constitutes 
gross income unless they are furnished for the convenience of tlie 
employer and meet the conditions specified in section 119 and the 
regulations thereunder. For the treatment of rental value of par- 
sonages or rental allowance paid to ministers, see section 107 and the 
regulations thereunder; for the treatment of statutory subsistence 
allowances received by police, see section 120 and the regulations 
thereunder. , 

{4z)^ Stock and notes transferred to employee. — If a corporation 
transfers its own stock to an employee as compensation for services, 
the fair market value of the stock at the time of transfer shall be 
included in the gross income of the employee. Notes or other evidences 
of indebtedness received in paynnent for services constitute income 
in the amount of their fair market value at the time of tlie transfer. 
A taxpayer receiving as compensation a note regarded as good for 
its face value at maturity, but not bearing interest, shall treat as 
income as of the time of receipt its fair discounted value computed 
at the prevailing rate. As payments are received on such a note, 
there shall be included in income that portion of each payment which 
represents the proportionate part of the discount originally taken on 
the entire note. 

§ 1.61-3 Gross Ij^'come Derbted From Business. — (a) In Gen- 
eral, — ^Iii a manufacturing, merchandising, or mining business, “gross 
income” means the total sales, less the cost of goods sold, plus any 
income from investments and from incidental or outside operations 
or sources. Gross income is determined without subtraction of de- 
pletion allowances based on a percentage of income, and without 
subtraction of selling expenses, losses, or other items is not ordinarily 
used in computing cost of goods sold. The cost of goods sold should 
be determined in accordance with the method of accounting consist- 
ently used by the taxpayer. 

(b) State contracts, — The profit from a contract with a State or 
political subdivision thereof must be included in gross income. If 
warrants are issued by a city, towm, or other political subdivision of 
a btate, and are accepted by the contractor in payment for public work 
done, the fair market value of such warrants should be returned as 
income. If, upon conversion of the warrants into cash, the contractor 
does not receive and cannot recover the full value of the warrants so 
he may deduct any loss sustained from his gross income 
lor the year in which the warrants are so converted. If, however, lie 
realizes more than the value of the warrants so returned, he must 
include the excess in his gross income for the year in which realized. 
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§ 1.61 1: Gross Income oe Farmers. — (a) Fmmiei^s using the cash 
^iiethod of accounting , A. farmer using tlie casli receipts and disburse” 
iiients method of accounting shall include in his gross income for the 
taxable year — 

(1) The amount of cash and the value of merchandise or other 
property received during the taxable year from the sale of live- 
stock and produce which he raised, 

(2) The profits from the sale of any livestock or other items 
which were purchased, 

(3) All amounts received from breeding fees, fees from rent of 
teams, machinery, or land, and other incidental farm income, 

(4) All subsidy and conservation payments received which must 
be considered as income, and 

(5) Gross income from all other sources. 

The profit from the sale of livestock or other items which were pur- 
chased is to be ascertained by deducting the cost from the sales price 
in the^ year in which the sale occurs, exceiDt that in the case of the 
sale of purchased animals held for draft, breeding, or dairy purposes, 
the profits shall be the amount of any excess of the sales price over the 
amount representing the difference between the cost and the deprecia- 
tion allowed or allowable (determined in accordance with the rules 
applicable under section 1016(a) and the regulations thereunder). 
However, see section 162 and the regulations thereunder with respect 
to the computation of taxable income on other than the crop method 
where the cost of seeds or young plants purchased for further de- 
velopment and cultivation prior to sale is involved. Crop shares 
(whether or not considered rent under State law) shall be included 
in gross income as of the year in which the crop shares are reduced 
to nioney or the equivalent of money. 

(b) Farmers using an accrual method of accounting . — ^A farmer 
using an accrual method of accounting must use inventories to deter- 
mine his gross income. His gross income on an accrual method is 
determined by adding the total of the items described in subpara- 
graphs (1) through (5) of this paragraph and subtracting therefrom 
the total of the items described in subiraragrapfhs (6) and (7) of this 
paragraph. These items are as follo^vs : 

(1) The sales price of all livestock and other products held for 
sale and sold during the year; 

(2) The inventory value of livestock and products on hand and 
not sold at the end of the year; 

(3) All miscellaneous items of income, such as breeding fees, 
fees from the rent of teams, machinery, or land, or other inci- 
dental farm income ; 

(4) Any subsidy or conservation payments which must be con- 
sidered as income ; 

(5) Gross income from all other sources; 

(6) The inventory value of livestock and products on hand and 
not sold at the beginning of the year; and 

(7) The cost of any livestock or products purchased durmg the 

year (except livestock held for draft, breeding, or dairy purposes, 
unless included in inventory). n -i . xt « 

All livestock raised or purchased for sale shall be added in the in- 

459586°— 52 3 § 1.61-4 (b) 
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ventory at tlieir proper valuation determined in accordance with, the 
method authorized and adopted for the purpose. Livestock acquired 
for draft, breeding, or dairy purposes and not for sale may be in- 
cluded in the inventory (see subparagraphs (2), (6), and (7) of this 
paragraph) instead of being treated as capital assets subject to depre- 
ciation, provided such practice is followed consistently from year to 
year by the taxpayer. When any livestock included in an inventory 
are sold, their cost must not be taken as an additional deduction in 
computing taxable income, because such deduction is reflected in tlu‘ 
inventory. See the regulations under section 471. Crop shares 
(whether or not considered rent under State law) shall be included in 
gross income as of the year in which the crop shares are reduced to 
money or the equivalent of money. 

(c) Special rules for certain receipts , — In the case of the sale of 
machinery, farm equipment, or any other property (except stock in 
trade of the taxpayer, or property of a kind which would properly 
be included in the inventory of the taxpayer if on hand at the close 
of the taxable year, or property held by the taxpayer primarily for 
sale to customers in the ordinary course of his trade or business) , any 
excess of the proceeds of the sale over the adjusted basis of such pro])- 
erty shall be included in the taxpayer’s gross income for the taxable 
year in which such sale is made. See, however, section 453 and the 
regulations thereunder for special rules relating to certain install- 
ment sales. If farm pi*oduce is exchanged for merchandise, groceries, 
or the like, the market value of the article received in exchange is to 
be included in gross income. Proceeds of insurance, such as hail or 
fire insurance on growing crops, should be included in gross income 
to the extent of the amount received in cash or its equivalent for th(^. 
crop injured or destroyed. If a farmer is engaged in producing crops 
which take more than a year from the time of planting to the time of 
gathering and disposing, the income therefrom may, with the consent 
of the Commissioner (see section 446 and the regulations thereunder) , 
be computed upon the crop method; but in any such cases, the entire 
cost of producing the crop must be taken as a deduction for the year 
in which the gross income from the crop is realized, and not earlier. 

(d) Definition of ^^faTrn }\ — ^As used in this section, the term ^‘farin’’ 
embraces the farm in the ordinarily accepted sense, and includes stock, 
dairy, poultry, fruit, and truck farms ; also plantations, ranches, and 
all land used for farming operations. All individuals, partnerships, 
or corporations that cultivate, operate, or manage farms for gain or 
profit, either as owners or tenants, are designated as farmers. For 
more detailed rules with respect to the determination of whether or 
not an individual is engaged in farming, see § 1.175-3. For rules 
applicable to persons cultivating or operating a farm for recreatioa 
or pleasure, see sections 162 and 165, and the regulations thereunder. 

(e) Cross references, — (1) For election to include Commodity 
Credit Corporation loans as income, see section 77 and regulations 
thereunder. 

(2) For definition of gross income derived from farming for pur- 
poses of limiting deductibility of soil and water conservation expendi- 
tures, see section 175 and regulations thereunder. 

(3) For definition of gross income from farming in connection with 
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declarations of estimated income tax, see section 6073 and regulations 
tliereiiiider. 

§ 1 . 61-5 Allocations by CooPEnATi\Yi Associations; Tax Treat- 
ment x\s TO Patrons. — (a) In general, — ^Amounts allocated on the 
basis of the business done with or for a patron by a cooperative asso- 
ciation, whether or not entitled to tax treatment under section 522 , 
in cash, merchandise, capital stock, revolving fund certificates, retain 
certificates, certificates of indebtedness, letters of advice or in some 
other manner disclosing to the patron the dollar amount allocated, 
shall be included in the computation of the gross income of such 
patron for the taxable year in which received to the extent prescribed 
in paragraph (b) of this section, regardless of whether the allocation 
is deemed, for the purpose of section 522, to be made at the close of a 
preceding taxable year of the cooperative association. The determina- 
tion of tiie extent of taxability of such amounts is in no way depend- 
ent upon the method of accounting employed by the patron or upon 
the method, cash, accrual, or otherwise, upon which the taxable income 
of such patron is computed. 

(b) Extent of taxability. — (1) Amounts allocated to a patron on a 
patronage basis by a cooperative association with respect to products 
marketed for such patron, or with respect to supplies, equipment,^ or 
services, the cost of which was deductible by the patron under section 
162 or section 212, shall be included in the computation of the gross 
income of such patron to the f ollowung extent : 

(1) If the allocation is in cash, in the amount of cash received. 

(ii) If the allocation is in merchandise, to the extent of the fair 
market value of such merchandise at the time of receipt by the patron. 

(iii) If the allocation is in the form of capital stock, revolving 
fund certificates, certificates of indebtedness, letters of advice, retain 
certificates, or similar documents — 

( a) To the extent of the face amount of such documents, if the allo- 
cation was made in fulfillment and satisfaction of a valid obligation 
of such association to the patron, which obligation was in existence 
prior to the receipt by the cooperative association of the amount allo- 
cated. For this purpose, it is immaterial whether such allocation was 
made within the time mentioned in § 1.522— 3(a) (2). 

(5) To the extent of the face amount of such documents, if the allo- 
cation wuxs made with respect to patronage of a year preceding the 
taxable year from amounts retained as “reasonable reserves” under 
§ 1.522-3 (a). 

(c) To the extent of the cash or merchandise received in redem|3tion 
or satisfaction of such documents (except those which are negotiable 
instruments) at the time of receipt of such cash or merchandise by 
the patron, where such allocation was not made in pursuance of the 
valid obligation referred to in {a) of this subdivision, or from amounts 
retained as “reasonable resexwes” referred to in (5) of this subdivision. 
Where, in such case, the documents allocated are negotiable instru- 
ments, such documents shall be includible in the income of the pa^ 

to the extent of their fair market value at the time of their receipt 

(2) Amounts which are allocated on a patronage basis by 
operative association with respect to supplies, equipment 
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ilie cost of Avliicli was not deductible by tbe patron under section 162 
or section 212, are not includible in tlie computation of the gross in- 
come of such patron ; however, in the case of such amounts which are 
aHocaied w^itli respect to capital assets (as defined in section 1221) 
oj‘ propert}' used in the trade or business within the meaning of sec- 
tion 1231, such amounts shall, to the extent set forth in subparagraph 
( 1) of tliis paragraph, be taken into account in determining the cost 
or other l)a.sis of the assets or property purchased for the patron. 
For example, if a farmer purchased a tractor in 1955 from a coop- 
erative association for use in his farming activities for $2,000 and 
in a, later year (after $100 has been properly deducted as deprecia- 
tion in couipiiting taxable income) has $100 allocated to him on a 
patronage basis by reason of his purchase of the tractor, then such 
$100 is not included in his gross income, but in the year of receipt re- 
duces his unrecovered cost or other basis of the tractor, determined 
in accordance with section 1016, to $1,500. All subsequent deprecia- 
tion deductions shall be determined on the basis of such remaining 
(‘ost and the 1 ‘emaining expected useful life of the tractor. 

§ 1.61-6 Gains Derived From Dealings in Property. — (a) In 
general, — Gain realized on the sale or exchange of property is in- 
cluded in gross income, unless excluded by la_w.^ For this purf)ose 
property includes tangible items, such as a building, and intangible 
items, such as goodwill. Generally, the gain is the excess of the 
amount realized over the iinrecovered cost or other basis for the prop- 
erty sold or exchanged. The specific rules for computing the amount 
of guxin or loss are contained in section 1001 and the regulations there- 
under. When a part of a larger property is sold, the cost or othex' 
basis of the entire property shall be equitably apportioned among 
(he several parts, and the gain realized or loss sustained on the pai't 
of the entire proj)erty sold is the diJfference between the selling pric^ 
and the cost or other basis allocated to such part. The sale of eacli 
part is treated as a separate transaction and gain or loss shall he com- 
puted separately on each part. Thus, gain or loss shall be deter- 
mined at the time of sale of each part and not deferred until the 
entire property has been disposed of. This rule may be illustrated 
by the following examples: 

Example il). A, a dealer in real estate, acquires a 10-acre tract 
for $10,000, which he divides into 20 lots. The $10,000 cost must be 
equitably apportioned among the lots so that on the sale of each A, 
can determine his taxable gain or deductible loss. 

Example {£). B purchases for $25,000 property consisting of a 
used car lot and ad j oining filling station. At the time, the fan m ai - 
ket value of the filling station is $15,000 and the fair market value 
of the used car lot is $10,000. Five years later B sells the Wlin^ 
station for $20,000 at a time when $2,000 has been properly allowed 
as depi'eciation thereon. B’s gain on the sale is $7,000, since $7,000 
is the amount by which the selling price of the filling station exceeds 
the portion of the cost equitably allocable to the filling station 
the time of purchase reduced by the depreciation properly allowed, 
(b) Nontcmable exchanges. — Ceidain realized gains or losses on the 
sale or exchange of property are not “recognized”, that is, are not 
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nicliided in or deducted from gross income at the time the transac- 
non occurs. Gram or loss from such sales or exchanges is generally 
lecogiuzed at some later time. Examples of such sales or exchanges 
are the following ; 

( 1 ) Certain formations, reorganizations, and liquidations of cor- 
porations, see sections 331, 333, 337, 351, 354, 355, and 361; 

. ( ^ ) formations and distributions of partnerships, see sec- 

tioiis721 and731; ^ 

(3) Exchange of certain property held for productive use or in- 
vestment for property of like kind, see section 1031 ; 

(4) A corporation’s exchange of its stock for property, see sec- 
tion 1032; ^ i i 

(5) Certain involuntary conversions of property, if replaced, see 
section 1033; 

(6) Sale or exchange of residence if replaced, see section 1034; 

(7) Certain exchanges of insurance policies and annuity contracts, 
see section 1035 ; and 

(8) Certain exchanges of stock for stock in the same corporation, 
see section 1036. 

^ ( c) Okaracter of recognised gain. — ^Under subchapter P of chapter 1 
of the Internal Eevenue Code of 1954, relating to capital gains and 
losses, certain gains derived from dealings in property are treated 
specially, and under certain circumstances the maximum rate of tax on 
such gains is 25 percent, as provided in section 1201. Generally, the 
property subject to this treatment is a “capital asset”, or treated as a 
“capital asset”. For definition of such assets, see sections 1221 and 
1231, and the regulations thereunder. For some of the rules either 
granting or denying this special treatment, see the following sections 
and the regulations thereunder : 

( 1 ) Transactions between partner and partnership, section T07 ; 

(2) Sale or exchange of property used in the trade or business and 
invohintaiy conversions, section 1231; 

(3) Payment of bonds and other evidences of indebtedness, sec- 
tion 1232 ; 

(4) Gains and losses from short sales, section 1233; 

(5) Options to buy or sell, section 1234; 

(6) Sale or exchange of patents, section 1235; ^ 

(7) Securities sold by dealers in securities, section 1236 ; 

(8) Real property subdivided for sale, section 1237 ; 

(9) Amortization in excess of depreciation, section 1238; 

(10) Gain from sale of certain property between spouses or be- 
tween an individual and a controlled corpoi'ation, section 1239; 

(11) Taxability to employee of termination payments, section 1240. 

§ 1.61-7 Interest. — (a) In general. — ^As a general rule, interest 
received by or credited to the taxpayer constitutes gross income and is 
fully taxable. Interest income includes interest on savings or other 
bank deposits; interest on coupon bonds; interest on an open account, 
a promissory note, a mortgage, or a corporate bond or debenture ; the 
interest portion of a condemnation award; usurious interest (unless 
by State law it is automatically converted to a payment on the prin- 
cipal) ; interest on legacies; interest on life insurance proceeds held 
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under an agreement to pay interest thereon ; and interest on refunds 
of Federal taxes. For rules determining the taxable year in which 
interest, including interest accrued or constructively received, is in- 
cluded in gross income, see section 451 and the regulations there- 
under. For the inclusion of interest in income for the purpose of the 
retirement income credit, see section 37 and the regulations there- 
under. For credit of tax withheld at source on interest on tax-free 
covenant bonds, see section 32 and the regulations thereunder. 

(b) Interest on Government obligations. — (1) MV holly tax-exempt 
infsres#.— Interest upon the obligations of a State, Territory, or a pos- 
session of the United States, or any political subdivision of any of 
the foregoing, or of the District of Columbia, is wholly exempt from 
tax. Interest on certain United States obligations issued before 
March 1, 1941, is exempt from tax to the extent provided in the acts 
of Congress authorizing the various issues. See section 103 and the 
remilations thereunder. 


(2) Partially tax-exempt interest. — ^Interest earned on certain 
United States obligations is partly tax exempt and partly taxable. 
For example, the interest on United States Treasury bonds issued 
before March 1, 1941, to the extent that the principal of such bonds 
exceeds $5,000, is exempt from normal tax but is subject to surtax. 
See sections 35 and 103, and the regulations thereunder. 

(3) Fully taxable interest. general, interest on United States 
obligations issued on or after March 1, 1941, and obligations issued 
by any agency or instrumentality of the United States after that date, 
is fully taxable; but see section 103 and the regulations thereunder. 
A taxpayer using the cash receipts and disbursements method of ac- 
counting who owns United States savings bonds issued at a discount 
has an election as to when he will report the interest ; see section 454 
and the regulations thereunder. 

(c) Obligations bought at a discount j bonds bought when interest 
defaulted or accrued. When notes, bonds, or other certificates of in- 
debtedness are issued by a corporation or the Government at a dis- 
count and are later redeemed by the debtor at the face amount, the 
original discount is interest, except as otherwise provided by law. 
bee also paragraph (b) of this section for the rules relating to Gov- 
ernment bonds. If a taxpayer purchases bonds when interest has been 
cleraulted or when the interest has accrued hut has not been paid, 
any interest which is in arrears but has accrued at the time of purchase 
IS not mcome and is not taxable as interest if subsequently paid, 
buch payments are returns of capital which reduce the remaining cost 
basis. Interest which accrues after the date of purchase, however, is 
taxable interest income for the year in which received or accrued 
(depen^ng on the method of accounting used by the taxpayer). 

. ■ . . ^7^* sola between interest dates, amounts received in excess 
^ ® interest on life msurance.—'Wh&a. bonds are 

part of the sales price represents interest 
the date of the sale and must be reported as interest income. 
? excess of the original issue discount upon the re- 
or other evidence of indebtedness may 

Fnconif “Stead of ordinary 

income. See section 1232 and the regulations thereunder. Interest 
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payments on amounts payable as employees’ death benefits (whether 
or not section 101(b) applies thereto) and on the proceeds of life 
insurance policies payable by reason of the insured’s death constitute 
gross income under some circumstances. See section 101 and the regu- 
lations thereunder for details. Wliere accrued interest on unwith- 
drawn insurance policy dividends is credited annually and is subject 
to withdrawal annually by the insured, such interest credits constitute 
taxable income to the insured as of the year of credit. 

§ 1.61-8 Rents and Royalties. — (a) In general . — Gross income 
includes rentals received or accrued for the occupancy of real estate or 
the use of personal property. For the inclusion of rents in income 
for the purpose of the retirement income credit, see section 37 and the 
regulations thereunder. Gross income includes royalties. Royalties 
may be received from books, stories, plays, copyrights, trademarks, 
formulas, patents, and from the exploitation of natural resources, such 
as coal, gas, oil, copper, or timber. Payments received as a result of 
the transfer of patent rights may under some circumstances constitute 
capital gain instead of ordinary income. See section 1235 and the 
regulations thereunder. For special rules for certain income from 
natural resources, see sections 611 to 632 and the regulations there- 
under. 

(b) Advance rentals; cancellation payments , — Gross income in- 
cludes advance rentals, which must be included in income for the year 
of receipt regardless of the period covered or the method of accounting 
employed by the taxpayer. An amount received by a lessor from a 
lessee for cancelling a lease constitutes gross income for the year in 
which it is received, since it is essentially a substitute for rental pay- 
ments. As to amounts received by a lessee for the cancellation of a 
lease, see section 1241 and the regulations thereunder. 

(c) Expenditures by lessee . — ^As a general rule, if a lessee pays any 
of the expenses of his lessor such payments ai'e additional rental in- 
come of the lessor. If a lessee places improvements on real estate 
which constitute, in whole or in part, a substitute for rent, such im- 
provements constitute rental income to the lessor. Whether or not 
improvements made by a lessee result in rental income to the lessor in 
a particular case depends upon the intention of the parties, which 
may be indicated either by the terms of the lease or by the surrounding 
circumstances. For the exclusion from gross income of income (other 
than rent) derived by a lessor of real ];)roi)erty on the termination of a 
lease, representing the value of such property attributable to buildings 
erected or other improvements made by a lessee, see section 109 and the 
regulations thereunder. For the exclusion from gross income of a 
lessor corporation of certain of its income taxes on rental income paid 
by a lessee corporation under a lease entered into before January 1, 
1954, see section 110 and the regulations thereunder. 

§ 1.61-9 Dividends. — (a) In general . — ^Except as otherwise specifi- 
cally provided, dividends are included in gross income under sections 
61 and 301. For the principal rules with respect to dividends includ- 
ible in ^ross income, see section 316 and the regulations thereunder. As 
to distributions made or deemed to be made by regulated investment 
companies, see sections 851 through 855, and the regulations t^^^-»'A~ 
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under. See section 116 for the exclusion from gross income of $50 of 
dividends received by an individual, except those from certain corpo- 
rations. Furthermore, dividends may give rise to a credit against 
tax under section 34, relating to dividends received by individuals, and 
under section 37, relating to retirement income. 

(b) Dividends in hind; stock dividends; stock redemptions. — Gross 
income includes dividends in property other than cash, as well as cash 
dividends. For amounts to be included in gross income when distribu- 
tions of property are made, see section 301 and the regulations there- 
under. A distribution of stock, or rights to acquire stock, in the 
corporation making the distribution is not a dividend except under 
the circumstances described in section 305(b). However, the term 
^‘dividend” includes a distribution of stock, or rights to acquire stock, 
in a corporation other than the corporation making the distribution. 
For determining when distributions in complete liquidation shall be 
treated as dividends, see section 333 and the regulations thereunder. 
For rules determining when amounts received in exchanges under sec- 
tion 354 or exchanges and distributions under section 355 shall be 
treated as dividends, see section 356 and the regulations thereunder. 

(c) Dividends on stock sold. — When stock is sold, and a dividend 
is both declax*ed and paid after the sale, such dividend is not gross in- 
come to the seller. When stock is sold after the declaration of a 
dividend and after the date as of which the seller becomes entitled to 
the dividend, the dividend ordinarily is income to the seller. When 
stock is sold between the time of declaration and the time of payment 
of the dividend, and the sale takes place at such time that the pur- 
chaser becomes entitled to the dividend, the dividend ordinarily is in- 
come to him. The fact that the purchaser may have included the 
amount of the dividend in his purchase price in contemplation of 
receiving the dividend does not exempt him from tax. Nor can the 
purchaser deduct the added amount he advanced to the seller in 
anticipation of the dividend. That added amount is merely part of 
the purchase price of the stock. In some cases, however, the purchaser 
may be considered to be the recipient of the dividend even though he 
has not received the legal title to the stock itself and does not himself 
receive the dividend. For example, if the seller retains the legal title 
to the stock as trustee solely for the purpose of securing the payment 
of the purchase price, with the understanding that he is to apply the 
dividends received from time to time in reduction of the purchase 
price, the dividends are considered to be income to the purchaser. 

§ 1.61-10 Alimony and Separate Maintenance Payments ; An- 
nuities; Income From Life Insurance and Endowment Con- 
tracts. — (a) In general. — ^Alimony and separate maintenance pay- 
ments, annuities, and income from life insurance and endowment 
contracts in general constitute gross income, unless excluded by law. 
Annuities paid by religious, charitable, and educational corporations 
are generally taxable to the same extent as other annuities. An an- 
nuity charged upon devised land is taxable to the donee-annuitant to 
the extent that it becomes payable out of the rents or other income of 
the land, whether or not it is a charge upon the income of the land. 

(b) Gross references. — For the detailed rules relating to — 
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(1) Alimony and separate maintenance payments, see section 71 
and the regulations thereunder ; 

(2) Annuities, certain proceeds of endowment and life insurance 
contracts, see section 72 and the regulations thereunder; 

(3) Life insurance proceeds paid by reason of death of insured, 
employees’ death benefits, see section 101 and the regulations there- 
under ; 

(4) Annuities paid by employees’ trusts, see section 402 and the 
regulations thereunder ; 

(5) Annuities purchased for employee by employer, see section 403 
and the regulations thereunder. 

§ 1.61-11 Peistsions. — ( a) In general. — Pensions and retirement 
allowances paid either by the Government or by private persons con- 
stitute gross income unless excluded by law. Usually, where the tax- 
payer did not contribute to the cost of a pension and was not taxable 
on his employer’s contributions, the full amount of the pension is to be 
included in his gross income. But see sections 72, 402, and 403, and 
the regulations thereunder. When amounts are received from other 
types of pensions, a portion of the payment may be excluded from 
gross income. Under some circumstances, amounts distributed from 
a pension plan in excess of the employee’s contributions may constitute 
long-term capital gain, rather than ordinary income. 

(b) Cross references. — For the inclusion of pensions in income for 
the purpose of the retirement income credit, see section 37 and the 
regulations thereunder. Detailed rules concerning the extent to which 
pensions and retirement allowances are to be included in or excluded 
from gross income are contained in other sections of the Internal 
Pevenue Code of 1954 and the regulations thereunder. Amounts re- 
ceived as pensions or annuities under the Social Security Act or the 
Pailroad Eetirement Act are excluded from gross income. For other 
partial and total exclusions from gross income, see the following : 

(1) Annuities in general, section 72 and the regulations there- 
under ; 

(2) Employees’ annuities, sections 402 and 403 and the regulations 
thereunder ; 

(3) Eeferences to other acts of Congress exempting veterans’ pen- 
sions and railroad retirement annuities and pensions, section 121. 

§ 1.61-12 Income From Discharge of Indebtedness. — (a) In gen- 
eral — The discharge of indebtedness, in whole or in part, may result 
ill the realization of income. If, for example, an individual performs 
services for a creditor, who in consideration thereof cancels the debt, 
the debtor realizes income in the amount of the debt as compensation 
for his services. A taxpayer may realize income by the payment or 
purchase of his obligations at less than their face value. In general, 
if a shareholder in a corporation which is indebted to him gratui- 
tously forgives the debt, the transaction amounts to a contribution to 
the capital of the corporation to the extent of the principal of the debt. 

(b) Proceedings under Bankruptcy Act. — (1) Income is not realized 
by a taxpayer by virtue of the discharge, under section 14 of the Bank- 
ruptcy Act (11 U. S. C. 32), of his indebtedness as the result of an 
adjudication in bankruptcy, or by virtue of an agreement among his 
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creditors not consummated under any provision of the Bankruptcy 
Act, if immediately thereafter the taxpayer’s liabilities exceed the 
value of his assets. Furthermore, unless one of the princii)al pur- 
poses of seeking a confirmation under the Bankruptcy Act is the 
avoidance of income tax, income is not realized by a taxpayer in the 
case of a cancellation or reduction of his indebtedness under — 


(1) A plan of corporate reorganization confirmed under Chapter 
X of the Bankruptcy Act (11 U. S. C., c. 10) ; 

(ii) An ‘^arrangement” or a “real property arrangement” con- 
firmed under Chapter XI or XIL respectively, of the Bankruptcy 
Act (11 U. S. C., c. 11, 12) ; or 

(iii) A“wage earner’s plan” confirmed under Chapter XIII of 
the Bankruptcy Act (11 U. S. C., c. 13). 

(2) For adjustment of basis of certain property in the case of can- 
cellation of reduction of indebtedness resulting from a proceeding 
under the Bankruptcy Act, see the regulations under section 1016. 

(c) Sale and 'purchase h'y Gorporation of its hands, — (1) If bonds 
are issued by a corporation at their face value, the corporation realizes 
no gain or loss. If the corporation purchases any of such bonds at 
a price in excess of the issuing price or face value, the excess of the 
purchase price over the issuing price or face value is a deductible 
expense for the taxable year. If, however, the corporation purchases 
any of such bonds at a price less than the issuing price or face value, 
the excess of the issuing price or face value over the purchase price 
IS income for the taxable year. 

(2) If, subsequent to February 28, 1913, bonds are issued by a 
corporation at a premium, the net amount of such premium is income 
which should be prorated or amortized over the life of the bonds. 
If the corporation purchases any of such bonds at a price in excess 
or the issuing price minus any amount of premium already returned 
as income, the excess of the purchase price over the issuing price 
minus any amount of premium already returned as income (or over 
the race value plus any amount of premium not yet returned as in- 
come) IS a deductible expense for the taxable year. If, however, 
the corporation purchases any of such bonds at a price less than the 
issuing price minus any amount of premium already returned as 
income, the excess of the issuing price, minus any amount of pre- 
mium already returned as income ( or of the face value plus any amount 
01 premium not yet returned as income), over the purchase price is 
income for the taxable year. 

(3) If bonds are issued^ by a corporation at a discount, the net 

amount of such discount is deductible and should be prorated or 
amortized over the life of the bonds. If the corporation purchases 
any of such bonds at a price m excess of the issuing price plus any 
amount of discount already deducted, the excess of the purchase price 
"rof any amount of discount already deducted 

ri?, + Tf amount of discount not yet de- 
ducted) IS a deductible expense for the taxable year. If, however 
the corporation purchases any of such bonds at a price less than the’ 

S SiTSnl f discount already deducted, the excess 

of the issuing price, plus any amount of discount already deducted 
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(or of tlie face value minus any amount of discount not yet deducted) , 
over tlie purcliase price is income for the taxable year. 

(4:) If bonds were issued by a corporation prior to March I, 1913, 
£it a premium, the net amount of such premium was income for the 
year in which the bonds were issued and should not be prorated or 
fimortized over the life of the bonds. If the corporation purchases 
any of such bonds at a price in excess of the face value of the bonds, 
the excess of the purchase price over the face value is a deductible 
expense for the taxable year. If, however, the corporation purchases 
any of such bonds at a price less than the face value, the excess of 
the face value over the purchase price is income for the taxable year. 

(d) Cross references, — For exclusion from gross income of — 

(1) Income from discharge of indebtedness in certain cases, sec 
sections 108 and 1017, and regulations thereunder; 

(2) Forgiveness of G-overnment payments to encourage explora- 
tion, development, and mining for defense purposes, see section 621 
and regulations thereunder. 

§ 1.61-13 Disteibxjtive Shaee of Partixership Gross Income ; In- 
come IN Respect op a Decedent; Income From an Interest in an 
Estate or Trust. — (a) In general, — partner’s distributive share of 
partnership gross income (under section 702 (c)) constitutes gross 
income to him. Income in respect of a decedent (under section 691) 
constitutes gross income to the recipient. Income from an interest 
in an estate or trust constitutes gross income under the detailed rules 
of sections 641 through 683. In many cases, these sections also deter- 
mine wdio is to include in his gross income the income from an estate 
or trust. 

(b) Creation of sinhing fund hy corporation, — If a corporation, for 
the sole purpose of securing the payment of its bonds or other^ in- 
debtedness, places property in trust or sets aside certain amounts in a 
sinking fund under the control of a trustee who may be authorized to 
invest and reinvest such sums from time to time, the property or fund 
thus set aside by the corporation and held by the trustee is an asset of 
the corporation, and any gain arising therefrom is income of the cor- 
poration and shall be included as such in its gross income. 

§ 1.61-14 Miscellaneous Items of Gross Income. — (a) In gen- 
eral, — In addition to the items enumerated in section 61 (a) , there are 
many other kinds of gross income. For example, punitive damages 
such as treble damages under the antitrust laws and exemplary dam- 
ages for fraud are gross income. Another person’s payment of the 
taxpayer’s income taxes constitutes gross income to the taxpayer unless 
excluded by law. Illegal gains constitute gross income. Treasure 
trove, to the extent of its value in United States currency, constitutes 
gross income for the taxable year in which it is reduced to undisputed 
possession. 

(b) Cross references, — (1) Prizes and awards, see section 74 and 
regulations thereunder ; 

(2) Damages for personal injury or sickness, see section 104 and the 
regulations thereunder ; 

(3) Income taxes paid by lessee corporation, see section 110 and 
regulations thereunder ; 
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fi) Scholarships and fellowship grants, see section 117 and reguln- 

j ^Mhcellaneous exemptions under other Acts of Congress, sc'c 

section 121 : 

s 6 I Tax-free covenant bonds, see section 1451 and regulations theiv^ 

under. 


g 1.62 Statijtoey Provisions; Adjusted Gross Ii'^come Deeined, 
SEC. 62. ADJUSTED GROSS INCOME DEFINED. 


Fcr purposes of this subtitle, the term “adjusted gross income” means, 
:n the cvase of an individual, gross income minus the following deductions ; 

(1) Tbade and business deductions. — The deductions allowed by this 
cliapter (other than by part VII of this subchapter) which are attrili- 
ntahle to a trade or business carried on by the taxp.ayer, if such trade or 
business does not consist of the performance of services by the taxpayer 
as an employee. 

(2) Teade and business deductions oe employees. — 

(A) Reimbursed expenses.— The deductions allowed by part VI 
(sec. 161 and following) which consist of expenses paid or incurred 
by the taxpayer, in connection with the performance by him of services 
as an employee, under a reimbursement or other expense allowance 
arrangement with his employer. 

(B) Expenses foe tkavel away feom home. — The deductions 
allowed by part VI (sec. 161 and following) which consist of expenses 
of travel, meals, and lodging while away from home, paid or incurred 
by the taxpayer in connection with the performance by him of services 
as an employee. 

(C) Teansportation expenses. — The deductions allowed by part 
VI (sec. 161 and following) which consist of expenses of transportation 
paid or incurred by the taxpayer in connection with the performance 
by him of services as an employee. 

(D) Outside salesmen. — The deductions allowed by part VI (sec. 
161 and following) which are attributable to a trade or business carried 
on by the taxpayer, if such trade or business consists of the perform- 
ance of services by the taxpayer as an employee and if such trade or 
business is to solicit, away from the employer’s place of business, 
business for the employer. 

(3) Long-teem capital gains.— The deduction allowed by section 
1202. 


(4) Losses feom sale oe exchange of property. — The deductions 
allowed by part VI (sec. 161 and following) as losses from the sale or 
exchange of property. 

(5) Deductions attributable to rents and royalties. — The deduc- 
tions allowed by part VI (sec. 161 and following), by section 212 (re- 
lating to expenses for production of income), and by section 611 (relating 
to depletion) which are attributable to property held for the production 
of rents or royalties. 

(6) Certain deductions of life tenants and income beneficiaries 
OF PROPERTY.— In the case of a life tenant of property, or an income 
beneficiary of property held in trust, or an heir, legatee, or devisee of an 
estate, the deduction for depreciation allowed by section 167 and the 

^ deduction allowed by section 611. 

Nothing in this section shall permit the same item to be deducted more 

than once. 

^ § 1,6^1 Adjusted Gross Income. — (a) The term “acliusted gross 
gross income computed under section 61 minus such 
of the deductions allowed by chapter 1 of the Internal Eevenue Code 
specified in section 62. Adjusted gross income is used 
as the basis for the determination of the followdno- : 
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(1) The optional tax if adjusted gross income is less than $5,000 

(under section 3) ; 

(2) The anioiiiit of the standard deduction (under section 141) 5 

(3) The limitation on the amount of the deduction for charitable 
contributions (under section 170 (b) (1)); 

(4) The limitation on the amount of the deduction for medical and 
dental expenses (under section 213) ; and 

(5) 111 certain cases, the limitation on the deduction for expenses 
01 care of certain dependents (under section 214). 

(b) Section 62 merely specifies which of the deductions provided in 
chapter 1 of the Internal Revenue Code of 1954 shall be allowed in 
comiiuting adjusted gross income. It does not create any new deduc- 
tions. The fact that a particular item may be specified in more than 
one of the paragraphs under section 62 does not permit the item to 
be twice deducted in computing either adjusted gross income or tax- 
able income. 

(c) The deductions specified in section 62 for the purpose of com- 
puting adjusted gross income are : 

(1) Deductions allowable under chapter 1 (other than by part VII 
of subchapter B (sections 211 through 216) ) which are attributable to 
a trade or business carried on by the taxpayer not consisting of services 
performed as an employee; 

(2) Deductions allowable under part VI of subchapter B (sections 
161 through 177) which consist of expenses paid or incurred in con- 
nection with the _ performance of services by the taxpayer as an em- 
ployee under a reimbursement or other expense-allowance arrangement 
with his employer; 

(3) Deductions allowable under part VI which constitute expenses 
of travel, meals, and lodging while away from home, paid or incurred 
by the taxpayer in connection with the performance by him of services 
as an employee ; 

(4) Transportation expenses (as defined in paragraph (g) of this 
section) paid or incurred by the taxpa^^er in connection with the per- 
formance by him of services as an employee, allowable as a deduction 
under part VI ; 

(5) Deductions allowable by part VI which are attributable to a 
trade or business carried on by the taxpayer, if such trade or business 
consists of the performance of services by the taxpayer as an em- 
ployee and if such trade or business is to solicit, away from the em- 
ployer’s place of business, business for the employer ; 

(6) The deduction for long-term capital gains allowed by section 
1202 ; 

(7) Deductions which are allowable under part VI as losses from 
the sale or exchange of projDerty ; 

(8) Deductions allowable under part VI, section 212, and section 
611 which are attributable to property held for the production of rents 
or royalties ; and 

(9) Deductions for depreciation and depletion allowable under sec- 
tions 167 and 611 to a life tenant of property or to an income bene- 
ficiary of property held in trust or to an heir, legatee, or devisee of an 
estate. 

(d) For the purpose of the deductions specified in section 62, the 
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performance of personal services as an employee does not constitute 
the carrying on of a trade or business, except as otherwise expressly 
provided. The practice of a profession, not as an employee, is con- 
sidered the conduct of a trade or business within the meaning of such 
section. To be deductible for the purposes of determining adjusted 
gross income, expenses must be those directly, and not those merely 
remotely, connected with the conduct of a trade or business. For ex- 
mnple, taxes are deductible in arriving at adjusted gross income only 
if they constitute expenditures directly attributable to a trade or busi- 
ness or to property from which rents or royalties are derived. Thus, 
property taxes paid or incurred on real property used in a trade or 
business are deductible, but State taxes on net income are not de- 
ductible even though the taxpayer’s income is derived from the conduct 
of a trade or business. 


(e) Traveling expenses paid or incurred by an employee in con- 
nection with his employment while away from home which are de- 
ductible from gross income under part VI in computing taxable 
income may be deducted from gross income in computing adjusted 
gross income. Among the items included in traveling expenses are 
charges for transportation of persons or baggage, expenditures for 
meals and lodging, and payments for the use of sample rooms for the 
display of goods. See section 162 and the regulations thereunder. 

(f ) (1) Expenses paid or incurred by an employee which are de- 
ductible from gross income under part VI in computing taxable income 
and for which he is reimbursed by the employer under an express 
agreement for reimbursement or pursuant to an expense allowance 
prangenient may be deducted from gross income in computing ad- 
justed gross income. Wliere an employee is reimbursed by his em- 
ployer in an amount less than his total expense, and the reimbursement 
IS intended to cover ail types of deductible expenses, expenses other 
than those described in section 62(2) (B), (C), and (D) are taken 
into account in coinputing adjusted gross income in an amount which 
bears the same ratio to the amount of the reimbursement as tlie total 
amount of deductible expenses computed without those described in 
(®) 5 .(C), and (D) bears to the total amount of de- 
ductible expenses, including those described in section 62 f 2) (B) 
(C), and (D). v / v 

(2) The application of subparagraph (1) of this paragraph may 
be illustrated by the following example : 

ExamfU. S irho is not a full-time outside salesman, received a 
Claryot $ 20^00 and an expense allowance of $1,200 for the calendar 
year 1954. He expended $800 for travel, meals, and lodging while 
away frona home, $o00 for local transportation expenses and $300 


Salary 

Expense allowance 


$20,000 

1,200 


Gross income 

Less: Travel, meals 
home .... 


and lodging while away from 
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$800 


$21,200 



Transportation expense 
Reimbursed expenses 

Adjusted gross income , 
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500 

225 1,525 


$19,675 

'^Tlie amount of the reimbursement allocable to entertainment expenses is 


determined as follows : 

Travel, meals, and lodging while away from home $800 

Transportation expense 500 


Expenses deductible in arriving at adjusted gross income 

(whether or not reimbursed) $1,300 

Entertainment expenses ; . . . . 300 


Total expenses $1,600 


Deductible for adjusted gross income: 300/1600 X $1,200 (Expense allow- 
ance) — $225. 

(g) Transportation expenses paid or incurred by an employee in 
connection tvitli performance by him of services for his employer are 
deductible from gross income under part VI in computing adjusted 
gross income. ‘^‘TranspoiTation”, as used in section 62 (2) (C), is a 
narrower concept than ^^travel”, as used in section 62 (2) (B), and 
does not include meals and lodging. The term “transportation ex- 
pense” includes only the cost of transporting the employee from one 
place to another in the course of his employment, while he is not away 
from home in a travel status. Thus, transportation costs may include 
cab fares, bus fares, and the life, and also a pro rata share of the em- 
ployee’s expenses of operating his automobile, including gas, oil, and 
depreciation. All transportation expenses must be allowable expenses 
under jiart VI of subchapter B (section 161 and following) as ordinary 
and necessary expenses incurred during the taxable year in carrying 
on a trade or business as an employee. Transportation expenses do not 
include the cost of commuting to and from work ; this cost constitutes 
a personal, living, or family expense and is not deductible. (See 
section 262.) 

(h) The expenses of an employee attributable to the trade or busi- 
ness carried on as an outside salesman which are allowed by part VI of 
subchapter B (section 161 and following )are deductible from gross 
income in computing adjusted gross income. An outside salesman 
is an individual who solicits business as a full-time salesman for his 
employer away from his employer’s place of business. The term^ “out- 
side salesman” does not include a taxpayer whose principal activities 
consist of service and delivery. For example, a bread driver-salesman 
or a milk driver-salesman would not be included within the definition. 
However, an outside salesman may perform incidental inside activities 
at his employer’s place of business, such as writing up and transmitting 
orders and spending short periods at the employer’s place of business 
to make and receive telephone calls, without losing his classification as 
an outside salesman. 

§ 1.63 Stathtort Pnovisioisrs ; Taxable Iistcome Dbeined. 

SEC. 63. TAXABLE INCOME DEFINED. 

(a) General Rule.— -Except as provided in subsection (b), for purposes 
of this subtitle the term “taxable income” means gross income, minus the 
deductions allowed by this chapter, other than the standard deduction 
allow'ed by part IV (sec. 141 and following). 
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(} 3 ) iKDrV’IDlTALS ELECTING STANDARD DEDUCTION. In the CaSG Of an 

inclivicliial electing under section 144 to use the standard deduction pro- 
vided in part lY (sec. 141 and following), for purposes of this subtitle the 
term “taxable income” means adjusted gross income, minus — 

(1) such standard deduction, and 

(2) the deductions for personal exemptions provided in section 151. 

ITEMS SPECIFICALLY INCLUDED IN GEOSS INCOME 

§ 1.71 Statutoey Provisions; Alimony and Separate Mainte- 
nance Payments. 

SEC. 71. ALIMONY AND SEPARATE MAINTENANCE PAYMENTS. 

(a) General Rule. — 

(1) Decree of divorce or separate maintenance. — If a wife is 
divorced or legally separated from her husband under a decree of 
divorce or of separate maintenance, the wife’s gross income includes 
periodic payments (whether or not made at regular intervals) received 
after such decree in discharge of (or attributable to property transferred, 
in trust or otherwise, in discharge of) a legal obligation which, because 
of the marital or family relationship, is imposed on or incurred by the 
husband under the decree or under a written instrument incident to such 
divorce or separation. 

(2) Written separation agreement. — If a wife is separated from 
her husband and there is a written separation agreement executed after 
the date of the enactment of this title, the wife’s gross income includes 
periodic payments (whether or not made at regular intervals) received 
after such agreement is executed which are made under such agreement 
and because of the marital or family relationship (or which are attrib- 
utable to property transferred, in trust or otherwise, under such agree- 
ment and because of such relationship). This paragraph shall not apply 
if the husband and wife make a single return jointly. 

(3) Decree for support. — If a wife is separated from her husband, 
the wife’s gross income includes periodic payments (whether or not made 
at regular intervals) received by her after the date of the enactment of 
this title from her husband under a decree entered after March 1, 1954, 
requiring the husband to make the payments for her support or main- 
tenance. This paragraph shall not apply if the husband and wife make 
a single return jointly. 

(b) Payments to Support Minor Children. — Subsection (a) shall not 
apply to that part of any payment which the terms of the decree, instrument, 
or agreement fix, in terms of an amount of money or a part of the payment, 
as a sum which is payable for the support of minor children of the husband. 
For purposes of the preceding sentence, if any payment is less than the 
amount specified in the decree, instrument, or agreement, then so much of 
such payment as does not exceed the sum payable for support shall be 
considered a payment for such support. 

(c) Principal Sum Paid in Installments. — 

(1) General rule. — ^Por purposes of subsection (a), installment pay- 
ments discharging a part of an obligation the principal sum of which is, 
either in terms of money or property, specified in the decree, instrument, 
or agreement shall not be treated as periodic payments. 

(2) Where period for payment is more than 10 years. — If, by the 
terms of the decree, instrument, or agreement, the principal sum referred 
to in paragraph (1) is to be paid or may be paid over a period ending 
more than 10 years from the date of such decree, instrument, or agree- 
ment, then (notwithstanding paragraph (1)) the installment payments 
shall be treated as periodic payments for purposes of subsection (a), 
but (in the case of any one taxable year of the wife) only to the extent 
of 10 percent of the principal sum. For purposes of the preceding sen- 
tence, the part of any principal sum which is allocable to a period after 
the taxable year of the wife in which it is received shall be treated as 
an installment payment for the taxable year in which it is received. 

(d) Rule for Husband in Case of Transferred Property. — The hus- 
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band’s gross income does not include amounts received which, under sub- 
section (a), are (1) includible in the gross income of the wife, and (2) 
attributable to transferred property. 

(e) Cross References. — 

(1) For definitions of “husband” and “wife”, see section 7701(a) (17). 

(2) For deduction by husband of periodic payments not attributable 
to transferred property, see section 215. 

(3) For taxable status of income of an estate or trust in case of 
divorce, etc., see section 682. 

§ 1.71-1 Alimony and Separate Maintenance Payments; In- 
come TO Wife or Former Wife. — (a) In general — Section 71 pro- 
vides rules for treatment in certain cases of payments in the nature 
of or in lieu of alimony or an allowance for sup^iort as between spouses 
who are divorced or separated. For convenience, the payee spouse 
will hereafter in this section be referred to as the “wife” and the 
spouse from whom she is divorced or separated as the “husband”. 
See section 7701(a) (17). For rules relative to the deduction by the 
husband of periodic payments not attributable to transferred prop- 
erty, see section 215 and the regulations thereunder. For rules relative 
to the taxable status of income of an estate or trust in case of divorce, 
etc., see section 682 and the regulations thereunder. 

(b) Alimony or separate maintenance payments received from the 
hvAband, — (1) Decree of divorce or separate maintenance.^ — (i) In 
the case of divorce or legal separation, paragraph (1) of section 71(a) 
requires the inclusion in the gross income of the wife of periodic PJ^y’ 
ments (whether or not made at regular intervals) received by her after 
a decree of divorce or of separate maintenance. Such periodic pay- 
ments must be made in discharge of a legal obligation imposed upon 
a decree of divorce or of separate maintenance.^ Such periodic pay- 
ments must be made in discharge of a legal obligation imposed upon 
or incurred by the husband because of the marital or family relation- 
ship under a court order or decree divorcing or legally separating the 
husband and wife or a written instrument incident to such divorce 
status or legal separation status. 

(ii) For treatment of payments attributable to property trans- 
ferred (in trust or otherwise), see paragraph (c) of this section. 

(2) Written separation agreement.— {i) Where the husband and 
wife are separated and living apart and do not file a joint income tax 
return for the taxable year, paragraph (2) of section 71(a) requires 
the inclusion in the gross income of the wife of periodic payments 
(whether or not made at regular intervals) received by her pursuant 
to a written separation agreement executed after August 16, 1954. 
The periodic payments must be made under the terms of the written 
separation agreement after its execution and because of the marital 
or family relationship. Such payments are includible in the wire s 
gross income whether or not the agreeinent is a legally eniorceable 
instrument. Moreover, if the wife is divorced or legally separated 
subsequent to the written separation agreement, payments made under 
such agreement continue to fall within the provisions of section 

(ii\^For purposes of section .71(a)(2), any written separation 
agreement executed on or before August 16, 1954, which is altered or 
modified in writing by the parties in any material respect after that 
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date will be treated as an agreement executed after August 16, 1954, 
with res] 3 ect to payments made after the date of alteration or modi- 
fication. 

(iii) For treatment of payments attributable to property trans- 
ferred (ill trust or otherwise), see paragraph (c) of this section. 

(3) Decree for support. — (i) l^iere the husband and wdfe are 
separated and living apart and do not file a joint income tax return 
for the taxable year, paragraph (3) of section 71(a) requires the in- 
clusion ill the gross income of the wife of periodic payments (whether 
or not made at regular intervals) received by her after August 16, 
1954, from her husband under any type of court order or decree (in- 
cluding an interlocutory decree of divorce or a decree of alimony 
pendente lite) entered after March 1, 1954, requiring the husband to 
make the payments for her support or maintenance. It is not neces- 
sary for the wife to be legally separated or divorced from her husband 
under a court order or decree; nor is it necessary for the order or 
deci'ee for support to be for the purpose of enforcing a written seiiara- 
tion agreement. 

(ii) For purposes of section 71(a) (3), any decree which is altered 
or modified by a court order entered after March 1, 1954, will be 
treated as a decree entered after such date. 

(4) Scope of section 71 (a). — Section 71(a) applies only to pay- 
ments made because of the family or marital relationship in recog- 
nition of the general obligation to support which is made specific by 
the decree, instrument, or agreement. Thus, section 71(a) does not 
apply to that part of any periodic payment which is attributable to 
the repayment by the husband of, for example, a bona fide loan pre- 
viously made to him by the wife, the satisfaction of which is specified 
in the decree, instrument, or agreement as a part of the general settle- 
ment between the husband and wife. 


(5) Year of Periodic payments are includible in the 

wife's income under section 71(a) only for the taxable year in which 
received by her. As to such amounts, the wife is to be treated as if 
she makes her income tax returns on the cash receipts and disburse- 
ments method, regardless of whether she normally makes such returns 
on the accimal method. However, if the periodic payments described 
ill section (1(a) are to be made by an estate or trust, such periodic 
pa} ments are to be included in the wife's taxable year in which they 
are includible according to the rules as to income of estates and trusts 
provided in sections^ 652, 662, and 682, whether or not such payments 
are made out of the income of such estates or trusts. 

(6) Aa?ampfe.--The foregoing rules are illustrated by the follow- 
ing examples m which it is assumed that the husband and wife file 
separate income tax returns on the calendar year basis : 

EmnipleJJ ) . W files suit for divorce from H in 1953. In consid- 
eration OT W s p^mise to relinquish all marital rights and not to 
make public H s financial affairs, H agrees in writing to pay $200 
a month to W during her lifetime if a final decree of divorce is 
granted without any provision for alimony. Accordingly, W does 
not request alimony and no provision for alimony is made under a 
miai deme of divorce entered December 31, 1953. During 1954 
H pays W $200 a month, pursuant to the promise. The $2,400 thus 
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receiyed by W is includible in her gross income under the provisions 
of section 71 (a) ( 1) . Under section 215, H is entitled to a deduction 
of $2,400 from his gross income. 

Example (2). During 1945, H and W enter into an antenuptial 
agreement, under which, in consideration of W’s relinquishment of 
all marital rights (including dower) in H’s property, and, in order to 
provide for W’s support and household expenses, H promises to pay 
W $200 a month during her lifetime. Ten years after their mar- 
riage, W sues H for divorce but does not ask for or obtain alimony 
because of the provision already made for her support in the ante- 
nuptial agreement. Likewise, the divorce decree is silent as to such 
agreement and H’s obligation to support W. Section 71(a) does not 
apply to such a case. If, however, the decree were modified so as to 
refer to the antenuptial agreement, or if reference had been made to 
the antenuptial agreement in the court’s decree or in a written in- 
strument incident to the divorce status, section 71(a) (1) would re- 
quire the inclusion in W’s gross income of the payments received by 
her after the decree. Similarly, if a written separation agreement 
were executed after August 16, 1954, and incorporated the payment 
provisions of the antenuptial agreement, section 71(a)(2) would 
require the inclusion in W’s income of payments received by W after 
W begins living apart from H, whether or not the divorce decree 
was subsequently entei*ed and whether or not W was living apart 
from H when the separation agreement was executed, provided that 
such payments were made after such agreement was executed and 
pursuant to its terms. As to including such payments in W’s in- 
come, if made by a trust created under the antenuptial agreement, 
regardless of whether referred to in the decree or a later instrument, 
or created pursuant to the written separation agreement, see section 
682 and the regulations thereunder. 

Example {3 ) . H and W are separated and living apart during 
1954. W sues H for support and on February 1, 1954, the court 
enters a decree requiring H to pay $200 a month to W for her support 
and maintenance. No part of the $200 a month support payments 
is includible in W’s income under section 71(a) (3) or deductible by 
H under section 215. If, however, the decree had been entered after 
March Ij 1954, or had been altered or modified by a court order en- 
tered after March 1, 1954, the payments received by W after August 
16, 1954, under the decree as altered or modified would be includible 
in her income under section 71(a) (3) and deductible by H under 
section 215. 

Example {li), W sues H for divorce in 1954. On January 15, 
1954, the court awards W temporary alimony of $25 a -week pending 
the final decree. On September 1, 1954, the court grants W a divorce 
and awards her $200 a month permanent alimony. No part of the 
$25 a week temporary alimony received prior to the decree is includ- 
ible in W’s income under section 71(a), but the $200 a month re- 
ceived during the remainder of 1954 by W is includible in her income 
for 1954. Under section 215, H is entitled to deduct such $200 pay- 
ments from his income. If, however, the decree awarding W tem- 
porary alimony had been entered after March 1, 1954, or had been 
altered or modified by a court order entered after March 1, 1954, 
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temporary alimony received by her after August 16, 1954, would be 
includible in her income under section 71(a) (3) and deductible by 
H under section 215. 

(c) Alimony and separate maintenance payments at trihut ahle to 
'f^ro2?erty, — (1) (i) In the case of divorce or legal separation, para- 
graph (1) of section 71(a) requires the inclusion in tlie gross income 
of the wife of periodic payments (whether or not made at regular 
intervals) attributable to property transferred, in trust or otherwise, 
and received by her after a decree of divorce or of separate main- 
tenance. Such property must have been transferred in discJiarge 
of a legal obligation imposed upon or incurred by the liusl)aiul be- 
cause of the marital or family relationship under a decree of divorce 
or separate maintenance or under a written instrument incident to 
such divorce status or legal separation status. 

(ii) l^diere the husband and wife are separated and living apart 
and do not file a joint income tax return for the taxable year, [)ara- 
graph (2) of section 71(a) requires the inclusion in the gross income 
of the wife of periodic payments (whether or not made at regular 
intervals) received by her which are attributable to property trans- 
ferred, in trust or otherwise, under a written separation agi*eement 
executed after August 16, 1954. The property must be transferred 
because of the marital or family relationship. The periodic payments 
attributable to the property must be received by the wife after the 
written separation agreement is executed. 

(iii) The periodic payments received by the wife attributable to 
property transferred under subdivisions (i) and (ii) of tliis sub- 
paragraph and includible in her gross income are not to be included 
in the gross income of the husband. 


(2) The full amount of periodic payments received under the 
circumstances described in section 71(a) (1), (2), and (3) is required 
to be included in the gross income of the wife regardless of the source 
of such payments. Thus, it matters not that such payments are at- 
tributable to property in trust, to life insurance, endowment, or an- 
nuity contracts, or to any other interest in property, or are paid 
directly or indirectly by the husband from his income or capital. For 
example, if in order to meet an alimony or separate maintenance 
obligation of $500 a month the husband purchases or assigns for the 
1 ^ commercial annuity contract paying such amount, 

tne full $500 O; month received by the wife is includible in her income, 
and no part of such amount is includible in the husband’s income or 
clecmctible by hiin. See section 72 (k) and the regulations there- 
under. Likewise, if property is transferred by the husband, subject 
to an annual charge of $5,000, payable to his wife in discharge of his 
alimony or separate maintenance obligation under the divorce or 
separation decree or written instrument incident to the divorce status 
or legal separation status or if such property is transferred pursuant 
to a written separation agreement and subject to a similar annual 
cMrge, the $5,000 received annually is, under section 71(a) (1) or 
( ), includible in the wife’s income, regardless of whether such 
ainoimt IS paid out of income or principal of the property. 

periodic payments attributable to 
pioperty in trust. The full amomit of periodic payments to which 
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section 71(a) (1) and (2) applies is includible in tlie wife's income 
regardless of wlietlier such payments are made out of trust income. 
Such periodic payments are to be included in the wife’s income under 
section 71(a) (1) or (2) and are to be excluded from the husband’s 
income even though the income of the trust would otheiwise be in- 
cludible in his income under subpart E, part I, subchapter J, Internal 
Revenue Code of 1954, relating to trust income attributable to 
grantors and others as substantial owners. As to periodic payments 
received by a Avife attributable to property in trust in cases to AAdiich 
section 71(a) (1) or (2) does not apply because the husband’s obliga- 
tion is not specified in the decree or an instrument incident to the 
divorce status or legal separation status or the i^roperty Avas not 
transferred under a Avritten separation agreement, see section 682 
and the regulations thereunder. 

(4) Section 71(a) (1) or (2) does not apply to that part of any 
periodic payment attributable to that portion of any interest in prop- 
erty transferred in discharge of the husband’s obligation under the 
decree or instrument incident to the divorce status or legal separation 
status, or transferred pursuant to the written separation agreement, 
AAdiich interest originally belonged to the wife. It will apply, however, 
if she received such interest from her husband in contemplation of 
or as an incident to the divorce or separation Avithout adequate and 
full consideration in money or money’s Avorth, other than the release 
of the husband or his property from marital obligations. An example 
of the first rule is a case AAdiere the husband aiicl Avife transfer secu- 
rities, Avhich Avere OAvned by them jointly, in trust to pay an annuity 
to the Avife. In this ease, the full amount of that part oi’ the annuity 
received by the Avife attributable to the husband’s interest in the 
securities transferred in discharge of his obligation under the decree, 
or instrument incident to the divorce status or legal separation status, 
or transferred under the Avritten separation agreement, is taxable to 
her under section 71(a) (1) or (2) , while that portion of the annuity 
attributable to the wife’s interest in the securities so transferred is 
taxable to her only to the extent it is out of trust income as provided 
in part I of subchapter J. If, hoAvever, the husband’s transfer to his 
Avife is made before such property is transferred in discharge of his 
obligation under the decree or Avritten instrument, or pursuant to the 
separation agreement in an attempt to avoid the application of section 
71(a) (1) or (2) to part of such payments received by his Avife, such 
transfers will be considered as a part of the same transfer by the hus- 
band of his property in discharge of his obligation or pursuant to 
such agreement. In such a case, section 71(a) (1) or (2) will be 
applied to the full amount received by the Avife. As to periodic pay- 
ments received under a joint purchase of a commercial annuity con- 
tract, see section 72 and the regulations thereunder. ^ 

(d) Periodic and installment payments— {!) In general, install- 
ment payments discharging a part of an obligation the principal sum 
of Avhich is, in terms of money or property, specified in the decree, 
instrument, or agreement are not considered ^^periodic payments” and 
therefore are not to be included under section 71(a) in the wifes 

incmne^^^ exception to the general rule stated in subparagraph (1) of 
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tills paragraph is provided, however, in cases where such principal 
sum, by the terms of the decree, instrument, or agreement, may be or 
is to be paid over a period ending more than 10 years from the date of 
such decree, instrument, or agreement. In such cases, the installment 
payment is considered a periodic payment for the purposes of section 
71(a) but only to the extent that the installment payment, or sum of 
the installment payments, received during the wife’s taxable year 
does not exceed 10 percent of the principal sum. This lO-percent 
limitation applies to installment payments made in advance but does 
not apply to delinquent installment payments for a prior taxable year 
of the wife made during her taxable year. 

(3) (i) Where payments under a decree, instrument, or agreement 
are to be paid over a period ending 10 years or less from the date of 
such decree, instrument, or agreement, such payments are not install- 
ment payments discharging a part of an obligation the principal sum 
of which is, in terms of money or property, specified in the decree, 
instrument, or agreement (and are considered periodic payments for 
the purposes of section 71(a) ) only if such payments meet the follow- 
ing two conditions : 

{a) Such payments are subject to any one or more of the con- 
tingencies of death of either spouse, remarriage of the wife, or 
change in the economic status of either spouse, and 

(5) Such payments are in the nature of alimony or an allow- 
ance for support. 

(ii) Payments meeting the requirements of subdivision (i) are con- 
sidered periodic payments for the purposes of section 71 (a) regard- 
less of whether — 

(a) The contingencies described in subdivision (i) (a) are set 
forth in the terms of the decree, instrument, or agreement, or are 
imposed by local law, or 

(b) The aggregate amount of the payments to be made in the 
absence of the occurrence of the contingencies described in sub- 
division (i)(^J^) of this subparagraph is explicitly stated in the 
decree, instrument, or agreement or may be calculated from the 
face of the decree, instrument, or agreement, or 

(o) The total amount which will be paid may be calculated 
actuarially. 

(4) ^Vhere payments under a decree, instrument, or agreement are 
to be paid over a period ending more than ten years from the date of 
such decree, instrument, or agreement, but where such payments meet 
the conditions set forth in subparagraph (3) (i) of this paragraph, 
such payments are considered to be periodic payments for the purpose 
of section 71 without regard to the rule set forth in subparagraph (2) 
of this paragraph. Accordingly, the rules set forth in subparagraph 
(2) of tills paragraph are not applicable to such payments. 

(5) The rules as to periodic and installment payments are illus- 
trated by the following examples : 

Examfle (7) . Under the terms of a written instrument, H is re- 
quired to make payments to W which are in the nature of alimony, 
in the amount of $100 a month for nine years. The instrument 
provides that if H or W dies the payments are to cease. The pay- 
ments are periodic. 

§1.71^1 (d)(3) 
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Example {2) . The facts are the same as in example (1) except 
that the written instrument explicitly provides that H is to pay W 
the sum of $10,800 in monthly payments of $100 over a period of 
nine years. The payments are periodic. 

Example (5). Under the terms of a written instrument, H is to 
pay W $100 a month over a period of nine years. The monthly pay- 
ments are not subject to any of the contingencies of death of H or 
W, remarriage of W, or change in the economic status of H or W 
under the terms of the written instrument or by reason of local law. 
The payments are not periodic. 

Example (4) . A divorce decree in 1954: provides that H is to pay 
W $20,000 each year for the next five years, beginning with the date 
of the decree, and then $5,000 each year for the next ten years. As- 
suming the wife makes her returns on the calendar year basis, each 
payment received in the years 1954 to 1958, inclusive, is treated as a 
periodic payment under section 71(a) (1), but only to the extent of 
10 percent of the principal sum of $150,000. Thus, for such taxable 
years, only $15,000 of the $20,000 received is includible under section 
71(a) (1) in the wife’s income and is deductible by the husband 
under section 215. For the years 1959 to 1968, inclusive, the full 
$5,000 received each year by the wife is includible in her income and 
is deductible from the husband’s income. 

(e) Payments for support of minor children . — Section 71(a) does 
not apply to that part of any periodic payment which, by the terms 
of the decree, instrument, or agreement under section 71(a), is si)e- 
cifically designated as a sum payable for the support of minor chil- 
dren of the husband. The statute prescribes the treatment in cases 
where an amount or portion is so fixed but the amount of any periodic 
payment is less than the amount of the periodic payment specified 
to be made. In such cases, to the extent of the amount which would 
be payable for the support of such children out of the originally 
specified periodic payment, such periodic payment is considered a 
payment for such support. For examjDle, if the husband is by terms 
of the decree, instrument, or agreement required to pay $200 a month 
to his divorced wife, $100 of which is designated by the decree, in- 
strument, or agreement to be for the support of their minor children, 
and the husband pays only $150 to his wife, $100 is nevertheless con- 
sidered to be a payment by the husband for the support of the children. 
If, however, the periodic payments are received by the wife for the 
support and maintenance of herself and of minor children of the 
husband without such specific designation of the portion for the sup- 
port of such children, then the whole of such amounts is includible 
in the income of the wife as provided in section 71(a). Except in 
cases of a designated amount or portion for the support of the hus- 
band’s minor children, periodic payments described in section 71(a) 
received by the wife for herself and any other person or persons are 
includible in whole in the wife’s income, whether or not the amount 
or portion for such other person or persons is designated. 

§ 1.71-2 Eueective Date; Taxable Years Ending After 
March 31, 1951, Subject to the Internal Revenue Code of 1939. — 
Pursuant to section 7851(a)(1)(C), the regulations prescribed in 
§ 1.71-1, to the extent that they relate to payments under a writt^ 
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separation agreement executed after August 16, 1954, and to tlie ex- 
tent that they relate to payments under a decree for support received 
after August 16, 1954, under a decree entered after March 1, 1954, 
shall also apply to taxable years beginning before January 1, 1954, 
and ending after August 16, 1954, although such years are subject 
to the Internal Eevenue Code of 1939. 

ITEMS SPECIFICALLY EXCLUDED FROM GROSS INCOME 

§ 1.101 Statutory Provisions; Certain Dex\th Benefits. 

SEC. 101. CERTAIN DEATH BENEFITS. 

(a) Peoceeds of Life Insurance Contracts Payable by Reason of 

Death. — 

(1) General rule. — Except as otherwise provided in paragraph (2) 
and in subsection (d), gross income does not include amounts received 
(whether in a single sum or otherwise) under a life insurance contract, 
if such amounts are paid by reason of the death of the insured. 

(2) Transfer for valuable consideration. — In the case of a transfer 
for a valuable consideration, by assignment or otherwise, of a life insur- 
ance contract or any interest therein, the amount excluded from gross 
income by paragraph (1) shall not exceed an amount equal to the sum 
of the actual value of such consideration and the premiums and other 
amounts subsequently paid by the transferee. The preceding sentence 
shall not apply in the case of such a transfer — 

(A) if such contract or interest therein has a basis for determining 
gain or loss in the hands of a transferee determined in whole or in 
part by reference to such basis of such contract or interest tiierein in 
the hands of the transferor, or 

(B) if such transfer is to the insured, to a partner of the insured, 
to a partnership in which the insured is a partner, or to a corporation 
in which the insured is a shareholder or officer. 

(b) Employees’ Death Benefits. — 

(1) General rule. — Gross income does not include amounts received 
(whether in a single sum or otherwise) by the beneficiaries or the estate 
of an employee, if such amounts are paid by or on behalf of an employer 
and are paid by reason of the death of the employee. 

(2) Special RULES FOR PARAGRAPH (1). — 

(A) $5,000 limitation. — The aggregate amounts excludable under 
paragraph (1) with respect to the death of any employee shall not 
exceed $5,000. 

(B) Nonforfeitable rights. — Paragraph (1) shall not apply to 
amounts with respect to which the employee possessed, immediately 
before his death, a nonforfeitable right to receive the amounts while 
living (other than total distributions payable, as defined in section 
402(a) (3), which are paid to a distributee, by a stock bonus, pension, 
or profit-sharing trust described in section 401(a) which is exempt 
from tax under section 501(a), or under an annuity contract under a 
plan which meets the requirements of paragraphs (3), (4), (5), and 
(6) of section 401(a), within one taxable year of the distributee by 
reason of the employee’s death). 

(C) Joint and survivor annuities.— Paragraph (1) shall not ap- 
ply to amounts received by a surviving annuitant under a joint and 
survivor’s annuity contract after the first day of the first period for 
which an amount was received as an annuity by the employee (or 
would have been received if the employee had lived). 

(D) Other annuities. — In the case of any amount to which sec- 
tion 72 (relating to annuities, etc.) applies, the amount which is 
excludable under paragraph (1) (as modified by the preceding sub- 
paragraphs of this paragraph) shall be determined by reference to the 
value of such amount as of the day on which the employee died. Any 
amount so excludable under paragraph (1) shall, for purposes of 
section 72, be treated as additional consideration paid by the employee. 

§ LlOl 
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section 101(b) and § 1.101-2. The exclusion from gross income al- 
lowed by section 101(a) applies whether payment is made to the 
estate of the insured or to any; beneficiary (individual, corporation, 
or partnership) and whether it is made directly or in trust. The 
extent to which this exclusion applies in cases where life insurance 
policies have been transferred for a valuable consideration is stated 
in section 101(a) (2) and in paragraph (b) of this section . In cases 
where the proceeds of a life insurance policy, payable by reason of 
the death of the insured, are paid other than in a single siiiiy at the 
time of such death, the amounts to be excluded from gross income 
may be affected by the provisions of section 101(c) (relating to 
amounts held under agreements to pay interest) or section 101(d) 
(relating to amounts payable at a date later than death. See 
§§ 1.101-3 and 1.101-4. However, neither section 101(c) nor section 
101 (cl) applies to a single sum payment which does not exceed the 
amount payable at the time of death even though such amount is 
actually paid at a date later than death. For rules governing the 
taxability of insurance proceeds constituting benefits payable on the 
death of an employee under j)oiision, profit-sharing, or stock bonus 
plans described in section 410 (a) and exempt under section 501 (a), 
or under annuity plans meeting the requirements of section 401(a) 

(3) , (4), (5), and (6), see also section 402(a) and 403(a) and the 
regulations thereunder. For the definition of a life insurance coim 
pany, see section 801. 

(b) Transfers of life insurance policies, — (1) In the case of a 
transfer, by assignment or otherwise, of a life insurance policy or any 
interest therein for a valuable consideration, the amount of the pro- 
ceeds attributable to such policy or interest which is excludable from 
the transferee’s gross income is generally limited to the sum of (i) 
the actual value of the consideration for such transfer, and (ii) the 
premiums and other amounts subsequently paid by the transferee 
(see section 101(a) (2) and example (1) of subj^aragraph (5) of this 
paragraph). However, this limitation on the amount excludable 
from the transferee’s gross income does not apply (except in certain 
special cases involving a series of transfers), where the basis of the 
policy or interest transferred, for the purpose of determining gain 
or loss with respect to the transferee, is determinable, in whole or in 
part, by reference to the basis of such policy or interest in the hands 
of the transferor (see section 101(a) (2) (A) and examples (2) and 

(4) of subparagraph (6) of this paragraph). Neither does the lim- 
itation apply where the policy or interest therein is transferred to 
the insured, to a partner of the insured, to a partnership in which 
the insured is a partner, or to a corporation in which the insured 
is a shareholder or officer (see section 101(a) (2) (B) . For rules relat- 
ing to gratuitous transfers, see subparagraph (2) of this paragraph. 
For special rules with respect to certain cases where a series of 
transfers is involved, see subparagraph (3) of this paragraph. 

(2) In the case of a gratuitous transfer, by assignment or otherwise, 
of a life insurance policy or any interest therein, as a general rule 
the^ amount of the proceeds attributable to such policy or interest 
which is excludable from the transferee’s gross income under section 
101(a) is limited to the sum of (i) the amount which would have 

§ L101-l(b)(l) 
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been excludable by the transferor (in accordance with this section) 
if no such transfer had taken place, and (ii) any premiums and 
other amounts subsequently paid by the transferee. See example (6) 
of subparagraph (5) of this paragraph. However, where the gratui- 
tous transfer in question is made by or to the insured, a partner of 
the insured, a partnership in vv^hich the insured is a partner, or a cor- 
poration in which the insured is a shareholder or officer, the entire 
amount of the proceeds attributable to the policy or interest trans- 
ferred shall be excludable from the transferee’s gross income (see 
section 101(a) (2) (B) and examples (7) of subparagraph (5) of this 
paragraph) . 

(3) In the case of a series of transfers, if the last transfer of a life 
insurance policy or an interest therein is for a valuable consideration — 

(i) The general rule is that the final transferee shall exclude from 
gross income, with respect to the proceeds of such policy or interest 
therein, only the sum of — 

(а) The actual value of the consideration paid by him, and 

(б) The premiums and other amounts subsequently paid by him; 

(ii) If the final transfer is to the insured, to a partner of the 
insured, to a partnership in which the insured is a partner, or to a cor- 
poration in which the insured is a shareholder or officer, the final 
transferee shall exclude the entire amount of the proceeds from gross 
income ; 

(iii) Except where subdivision (ii) of this sub|)aragraph applies, 
if the basis of the policy or interest transferred, for the purpose of 
determining gain or loss with respect to the final transferee, is deter- 
minable, in whole or in part, by reference to the basis of such policy 
or interest therein in the hands of the transferor, the amount of the 
proceeds which is excludable by the final transferee is limited to the 
sum of — 

(a) The amount which would have been excludable by his trans- 
feror if no such transfer had taken place, and 

(&) Any premiums and other amounts subsequently paid by the 
final transfei'ee himself. 

(4) For the purposes of section 101(a) (2) and* subparagraphs (1) 
and (3) of this paragraph, a ^hransfer for a valuable consideration” 
is any absolute transfer for value of a right to receive all or a part 
of the proceeds of a life insurance policy. Thus, the creation, for 
value, of an enforceable contractual right to receive all or a part 
of the proceeds of a policy may constitute a transfer for a valuable 
consideration of the policy or an interest therein. On the other hand, 
the pledging or assignment of a policy as collateral security is not a 
transfer for a valuable consideration of such policy or an interest 
therein, and section 101 is inapplicable to any amounts received by the 
pledgee or assignee. 

(5) The application of this paragraph may be illustrated by the 
following examples : 

Example (i) . A pays premiums of $500 for an insurance policy 
in the face amount of $1,000 upon the life of B, and subsequently 
transfers the policy to C for $600. C receives the proceeds of $1,000 
upon the death of B. The amount which C can exclude from his 

§ L101-»l(b)(5) 
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gross income is limited to $600 plus any premiums paid by C sub- 
secpumt to the transfer. 

E xample {2 ) . The X Corporation purchases for a single premi- 
um of ^ $500 an insurance policy in the face amount of $1,000 upon 
the life of A, one of its employees, naming the X Corporation as 
beneficiary. The X Corporation transfers the policy to the Y Cor- 
poration in a tax-free reorganization (the policy having a basis for 
determining gain or loss in the hands of the Y Corporation deter- 
mined by reference to its basis in the hands of the X Corporation). 
The 'Y Corporation receives the proceeds of $1,000 upon the death 
of A. The entire $1,000 is to be excluded from the gross income of 
the Y Corporation. 

Exmi^ple {S'). The facts are the same as in example (2) excei^t 
that, p)rior to the death of A, the Y Corporation transfers the policy 
to the Z Corxooration for $600. The Z Corporation receives the pro- 
ceeds of $1,000 ux)on the death of A. The amount which the Z 
Corporation can exclude from its gross income is limited to $600 
X>liis any premiums paid by the Z Corjroration subsequent to the 
transfer of the irolicy to it. 

Example (4)* The facts are the same as in examirle (3) except 
that, lorior to the death of A, the Z Corporation transfers the policy 
to the M Corporation in a tax-free reorganization (the irolicy having 
a basis for determining gain or loss in the hands of the M Corx:)ora- 
tion determined by reference to its basis in the hands of the Z Cor- 
poration) . The M Coriroration receives the proceeds of $1,000 ui)on 
the death of A. The amount which the M Corporation can exclude 
from its gross income is limited to $600 plus any premiums i)aid by 
the Z Corporation and the M Corporation subsequent to the transfer 
of the policy to the Z Corporation. 

Exaimp>le (5). The facts are the same as in example (3) except 
that, prior to the death of A, the Z Corporation transfers the policy 
to the X Cori;)oration, in which A is a shareholder. The N Coipora- 
tion receives the proceeds of $1,000 upon the death of A. The entire 
$1,000 is to be excluded from the gross income of the X Coiporation. 

Examjyle {6 ) . A pays iDremiums of $500 for an insurance policy 
ill the face amount of $1,000 ujion his own life, and subsequently 
transfers the policy to his wife B for $600. B later transfers the 
jiolicy without consideration to C, who is the son of A and B. C re- 
ceives tlie proceeds of $1,000 upon the death of A. The amount 
wliicli G can exclude from his gross income is limited to $600 plus 
any jiremimns jiaid by B and C subsequent to the transfer of the 
policy to B. 

Example (7). The facts are the same as in example (6) except 
that, pirior to the death of A, C transfers the policy without consid- 
eration to A, the insured. A’s estate receives the proceeds of $1,000 
uiion the death of A. The entire $1,000 is to be excluded from the 
gross income of A’s estate. 

§ 1.101—2 Employees’ Death; Benefits. — (a) In general . — (1) 
Section 101 (b) states the general rule that amounts up to $5,000 which 
are jiaid to the beneficiaries or the estate of an employee, or former 
employee, by or on behalf of an employer and by reason of the death 

§ 1.101-2 (a)(1) 
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of the employee shall be excluded from the gross income of the recipi- 
ent. This exclusion from gross income applies whether payment is 
made to the estate of the employee or to any beneficiary (individual, 
corporation, or partnership) , whether it is made directly or in trust, 
and whether or not it is made pursuant to a contractual obligation 
of the employer. The exclusion applies whether payment is made 
in a single sum or otherwise, subject to the provisions of section 101 (c) , 
relating to amounts held under an agreement to pay interest thereon 
(see § 1.101-8). The exclusion from gross income also applies to any 
amount not actiiall^^ paid wdiich is otherwise taxable to a beneficiary 
of an employee because it was made available as a distribution from 
an employee’s trust. 

(2) The exclusion does not apply to amounts constituting income 
payable to the employee during his life as compensation for his serv- 
ices, such as bonuses or payments for unused leave or uncollected 
salary, nor to certain other amounts wdth respect to wdrich the de- 
ceased employee possessed, immediately before his death, a nonfor- 
feitable right to receive the amounts while living (see section 
101(b) (2)(B) and paragraph (d) of this section). Further, the 
exclusion does not apply to amounts received as an annuity under a 
joint and survivor annuity obligation where the employee wms the 
primary annuitant and the annuity starting date occurred before the 
death of the employee (see section 101(b)(2)(C) and paragraph 
(e) (1) (ii) of this section). In the case of amounts received by a 
beneficiary as an annuity (but not as a survivor under a joint and 
survivor annuity with respect to which the employee was the primary 
annuitant) , the exclusion is applied indirectly by means of the pro- 
visions of section 72 and the regulations thereunder (see section 
101(b) (2) (D) and paragraph (e) (1) (hi) and (iv) of this section). 

(3) The total amount excludable with respect to any employee 
may not exceed $5,000, regardless of the number of employers or the 
number of beneficiaries. For allocation of the exclusion among bene- 
ficiaries, see paragraph (c) of this section. For rules governing the 
taxability of benefits payable on the death of an employee under 
pension, profit-sharing, or stock bonus plans described in section 
401 ( a) and exempt under section 501 (a) , or under annuity plans meet- 
ing the requirements of section 401(a) (8), (4), (5), and (6), see 
also sections 402(a) and 408(a) and the regulations thereunder. 

(b) Payments, under certain employee benefit plans , — Wliere a pay- 
ment is made by reason of the death of an employee by an employer- 
provided welfare fund or a trust, including a stock bonus, pension, 
or profit-sharing trust described in section 401(a) , or by an insurance 
company (if such payment does not constitute ^hife insurance” within 
the purview of section 101(a)), the payment shall be considered to 
have been made by or on behalf of the employer to the extent that it 
exceeds amounts contributed by, or deemed contributed by, the de- 
ceased employee. For provisions governing the taxability of distri- 
butions payable on the death of an employee participant under a trust 
described in section 401(a) and exempt under section 501(a), winch 
has purchased annuity contracts, life insurance contracts, or retire- 
ment income contracts with life insurance protection, see paragraph 
(a) (4) of § 1.402 (a) -1. For provisions governing the taxability of 
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distributions payable on the death of an employee under nontrusteed 
plans, see paragraphs (c) and (d) of § 1.403 (a) -1. 

(c) Allocation of the exclusion, — (1) Where the aggregate pay- 
ments by or on behalf of an employer or employers as death benefits 
to the beneficiaries or the estate of a deceased employee exceed $5,000, 
the $5,000 exclusion shall be apportioned among them in the same 
proportion as the amount received by or the present value of the 
amount payable to each bears to the total death benefits paid or payable 
by or on behalf of the employer or employers. 

(2) The application of the rule in subparagraph (1) of this para- 
graph may be illustrated by the following example : 

ExojmiAe, The M Corporation, the employer of A, a deceased 
employee who died November 30, 1954, makes payments in 1955 to 
the beneficiaries of A as follows: $5,000 to W, A’s widow, $2,000 
to B, the son of A, and $3,000 to C, the daughter of A. No other 
amounts are paid by any other employer of A to his estate or bene- 
ficiaries. By application of the apportionment rule stated above, 
W, the widow, will exclude $2,500 ($5,000/$10,000, or one-half, of 
$5,000) ; B, the son will exclude $1,000 ($2,000/$10,000, or one-fifth, 
of $5,000) ; and C, the daughter, will exclude $i,500 ($3,000/$10,000, 
or three-tenths, of $5,000). 

(d) N onforfeitable rights, — (1) Except as provided in subpara- 
graph (3) of this i^aragraph, the exclusion provided by section 101 (b) 
does not apply to amounts with respect to which the deceased employee 
possessed, immediately before his death, a nonforfeitable right to re- 
ceive the amounts while living. Section 101(b) (2) (B) . For the pur- 
pose of section 101 (b) and this paragraph, an employee shall be con- 
sidered to have had a nonforfeitable right with respect to — 

(i) Any amount to which he would have been entitled — 

{a) If he had made an appropriate election or demand, or 

(6) Upon termination of his employment, 

(see examples (5) and (6) of subparagraph (2) of this paragraph) ; or 

(ii) The i^resent value (immediately before his death) of — 

{a) Amounts payable as an annuity (as defined in paragraph 
(b) of § 1.72-2, whether immediate or deferred) by or on behalf 
of the employer (see example (1) of subparagraph (2) of this 
paragraph) , or 

( h) Amounts which would have been so payable if the employee 
had terminated his employment and continued to live ; 
or 

(iii) Any amount to the extent it is paid in lieu of amounts described 
in either subdivision (i) or (ii) of this subparagraph. See examples 
(2), (3), and (4) of subparagraph (2) of this paragraph. 

For purposes of subdivision (iii) of this subparagraph, any amount 
paid in discharge of an obligation which arose solely because of the 
existence of a particular fact or circumstance subsequent to the em- 
ployee’s death shall not be considered an amount paid in lieu of 
amounts described in subdivision (i) or (ii) of this subparagraph. 
Subdivision (iii) of this subparagraph shall apply, however, to the 
extent indicated therein, to amounts payable without regard to any 
such contingency (to the extent that such amounts are equal to or less 
than those described in subdivision (i) and (ii) of this subparagraph 
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which are not paid). See paragraph (e) (1) (iii) (b) of this section 
for rules with respect to finding the present value of an annuity 
immediately before the employee’s death. 

(2) The application of subparagraph (1) of this paragraph may 
be illustrated by the following examples, in which it is assumed that 
the plans are not “qualified” plans : 

Example (i) . A, who was a participant under the X Company 
pension plan, retired on December 31, 1953. He had made no con- 
tributions to the plan. Upon his retirement, he became entitled to 
monthly payments of $100 payable for life, or 120 months certain. A 
died on October 31,^ 1954, having receivecl 10 monthly payments of 
$100^ each. After his death, the monthly payments became payable 
to his estate for the remaining 110 months certain. Xo exclusion 
from gross income is allowed to A’s estate (or any beneficiary who 
receives the right to such payments from the estate) , since the em- 
ployee’s right to the monthly payments was nonforfeitable at the 
date of his death. It will be noted that in this example it is unneces- 
sary to consider the present value of the annuity to A just before 
his death since the payments to be made include only those certain 
to be made in any event under the plan whether or not A continued 
to live. 

Example {%). C, a participant under the Y Company pension 
plan, died on December 15, 1954, while actively in the employment of 
the company, survived by a widow and minor children. Because of 
his years of service, he would have been entitled to an annuity for life, 
his own contributions to the plan and interest thereon being guaran- 
teed, if he had retired or terminated his employment at a time imme- 
diately before his death. The plan further provides that — (a) if, 
but only if, an employee is survived by a widow and minor children, 
his widow is to receive an annuity for her life without regard to 
whether or not the employee had begun his annuity; (b) any pay- 
ments made with respect to his widow’s annuity are to reduce the 
guaranteed amount to an equal extent ; and (c) if the employee is not 
so survived, the guaranteed amount is payable to his beneficiary or 
estate, but no amount is payable to anyone with respect to what 
would have been the widow’s annuity. In view of these provisions, 
that portion of the present value of the annuity payable to C’s widow 
which exceeds the guaranteed amount shall be considered paid 
neither as an amount, nor in lieu of an amount, which C had a non- 
forfeitable right to receive wdiile living. The reason for this result 
is that the payment of such excess is contingent upon C’s being 
survived by a widow and minor children, a circumstance existing 
subsequent to his death. Conversely, to the extent that the present 
value of the annuity payable to C’s widow does not exceed the 
guaranteed amount, annuity payments attributable to such present 
value shall be considered paid in lieu of an amount which C had 
a nonforfeitable right to receive while living. 

Example (<5). D, a participant under the Y Company pension^ 
plan, died on January 1, 1955, while actively in the employment of 
the company. The Y Company plan provides that where an employee 
dies in service, the present value of the accumulated credits which he 
could have obtained at that time if he had instead separated from the 
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service shall be paid in a single sum to Lis surviving spouse or to his 
estate if no widow survives liiin. The iDresent value of D’s accumu- 
lated credits, at the time of his death, was $10,000. However, the 
plan also provides that a surviving spouse may elect to take, in lieu 
of a single sum, an annuity the present value of which exceeds such 
sum by $2,500. I)’s widow elects to receive an annuity (the present 
value of which is $12,500) . Therefore, $2,500 is an amount to -which 
the exclusion of section 101 (b) and this section shall apply. 

Example (4-) • A, an employee of the X Company, continues to 
work after reaching the normal retirement age of 60 years, although 
he could have retired at that age and obtained an annuity of $3,000 
per year for his life. A is not entitled to any part of the annuity 
while he is employed and receiving compensation. A dies at the age 
of 67 while still in active employment. Since he had passed normal 
retirement age, his additional years of service did not entitle him to 
a larger annuity at age 67 than that which he could have obtained at 
age 60. However, the plan of the X Company provides that in tlm 
event of an employee’s death prior to separation from the service, his 
wddow is to be paid an annuity for her life in the same amount per 
year as that which the employee could have obtained if he had 
instead retired ; but if no widows survives him, the present value of 
the annuity which the employee could have obtained at a time just 
before his death is to be paid to a named beneficiary or the estate of 
the employee. Assuming that the present value of the annuity to 
A’s widow, whose age is 61, is $36,000 and the present value of the 
annuity which would have been payable to A at age 67 if he had 
then retired is $23,500, the present value of the widow’s annuity, 
to the extent of $23,500, is an amount which is payable in lieu of 
amounts which the employee had a nonforfeitable right to receive 
while living because it does not exceed the value of his nonforfeitable 
rights and is not otherwise paid. On the other hand, the $12,500 
excess of the value of the widow’s annuity ($36,000) over the value 
of the employee’s annuity ($23,500) is an amount to which section 
101(b) applies since the employee had no right to any part of it. 
If no other death benefits are payable, a $5,000 exclusion is available 
(see section 101 (b) (2) (D) and paragraph (e) of this section). 

Emampile (5) . The trustee of the X Corporation noncon tributary 
profit-sharing plan is required under the provisions of the plan to 
pay to the beneficiary of B, an employee of the X Corporation who 
died on July 1, 1955, the benefit due on account of the death of B. 
The provisions of the profit-sharing plan give each participating 
employee in case of termination of employment a 10-percent vested 
interest in the amount accumulated in his account for each year of 
participation in the plan. In case of death, the entire credit in the 
participant’s account is to be paid to his beneficiary. At the time of 
B’s death, he had been a participant for three years and the accmiau- 
lation in his account was $8,000. After his death this amount is 
paid to his beneficiary. At the time of B’s death, the amount dis- 
tributable to him on account of termination of employment would 
have been $2,400 (30 percent of $8,000). The difference of $5,600 
($8,000 minus $2,400) , payable to the beneficiary of B, is an amount 
payable solely by reason of B’s death. Accordingly, $5,000 of tire 
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$5,600 may be excluded from the gross income of the beneficiary re- 
ceiving sucli payment (assuming no other death benefits are in- 
volved). However, if it is assumed that the facts are the same as 
above, except that at the time of his death B has been a participant 
for 6 years, the amount distributable to him on account of termina- 
tion of emplojnnent would have been $4,800 (60 percent of $8,000) . 
The difference of $3,200 ($8,000 minus $4,800) , payable to B*s bene- 
ficiary, is an amount payable solely by reason of B’s death. Accord- 
ingly, only $3,200 may be excluded from the gross income of the 
beneficiary receiving such payment ( assuming no other death benefits 
are involved) . 

Exam fie {6). The X Corporation instituted a trust, forming 
part of a pension plan, for its employees, the cost thereof being borne 
entirely by the corporation. The plan provides, in part, that after 
10 or more years of service and attaining the age of 55, an employee 
can elect to retire and receive benefits before the normal retirement 
date contingent upon the employer’s approval. If he retires without 
the employer’s consent, or voluntarily leaves the company, no ebnefits 
are or will be payable. The plan further provides that if the em- 
ployee is involuntarily separated or dies before retirement, he or his 
beneficiary, respectively, will receive a percentage of the reserve 
provided for the employee in the trust fund on the following basis : 
10 to 15 years of service, 25 i)ercent; 15 to 20 years of service, 50 
percent; 20 to 25 years of service, 75 percent ;^25 or more years of 
service, 100 percent. A, an employee of the X Corporation for 17 
years, died at the age of 56 while in the employ of the corporation. 
At the time of his death, $15,000 was the reserve provided for him 
in the trust. His beneficiary receives $7,500, m amount equal to 50 
percent of the reserve provided for A’s retirement; accordingly, 
$5,000 of the $7,500 may be excluded from the gross income of the 
beneficiary receiving such payment (assuming no other death bene- 
fits are involved) since A, prior to his death, had only a forfeitable 


right to receive $7,500. , ^ 

(3) (i) Notwithstanding the rule stated in subparagraph (1) ottiiis 
paragraph and illustrated in subparagraph (2) of this |mragraph, 
the exclusion from gross income provided by section Ifif (^) applies 
to the I'eceipt of certain amounts, paid under “qualified plans, with 
respect to which the deceased employee possessed, immediately beiore 
his death, a nonforfeitable right to receive the amounts while living 
(see section 101(b) (2) (B) ) . The payments to which this exclusion 

applies are — , , , , . i 

(a) “Total distributions payable” by a stock bonus, pension, or 
profit-sharing trust described in section 401(a) which is exempt 

from tax under section 501(a), and ^ ^ . i 

(b) “Total amounts” paid under an annuity contract under a 
plan meeting the requirements of section 401(a) (3), (4), (oj, 

providedlucli distributions or amounts are paid in full witbin one 
taxable year of tlie distributee (see example (3) of subdivision (ii) 
of this subparagraph) . For the purpose of applying section 101 ( b) , 
“total distnbutions payable” means the balance to ^J^fthe 
employee which becomes payable to a distributee on account of the 
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^I’iiployee’s death, either before or after separation from the service 
(see Section 402(a) (3) (C), the regulations thereunder, and examples 
(2) and (4) of subdivision (ii) of this subparagraph) ; and ‘‘total 
amounts” means the balance to the credit of an employee which be- 
piiyable to the payee by reason of the employee’s death, either 
before or after separation from the service (see section 403(a) (2) (B) , 
the regulations thereunder, and example (1) of subdivision (ii) of this 
subparagraph). ^ 

(ii) Idle application of the provisions of subdivision (i) of this 
subparagraph may be illustrated by the following examples : 

pxmnple {1) . The widow of an employee elects, under a noncon- 
fributory “qualified” plan, to receive in a lump sum the present value 
of the annuity which C, the deceased employee, could have obtained 
at a time just before his death if he had retired at that time. Such 
Present value is $6,000. Of this amount, $5,000 is excludable from 
the widow’s gross income despite the fact that C had a nonforfeitable 
nglit to the amount in lieu of which the payment is made, since such 
payment is an aniount to which subclivision (i) of this subparagraph 
applies (assuming no other death benefits are involved). 

E xample (2) . The trustee of the X Corporation noncontributory, 
qualified”, profit-sharing plan is required under the provisions of 
the plan to pay to the beneficiary of B, an employee of the X Cor- 
poration who died on July 1, 1955, the benefit due on account of the 
death of B. The provisions of the profit-sharing plan give each 
participating employee, in case of termination of employment, a 10 
percent vested interest in the amount accumulated in his account for 
each year of participation in the plan, but, in case of death, the entire 
credit to the participant’s account is to be paid to his beneficiary. 
At the time of B’s death, he had been a participant for five years. 
The accumulation in his account was $8,000, and the aniount which 
would have been distributable to him in the event of termination of 
employment was $4,000 (50 percent of $8,000). After his death, 
$8,000 is paid to his beneficiary in a lump sum. (It may be noted 
that these are the same facts as in example (5) of subparagraph (2) 
of this paragraph except that the employee has been a participant 
for five years instead of three and the plan is a “qualified” plan.) 
It is immaterial that the employee had a nonforfeitable right to 
$4,000, because the payment of the $8,000 to the beneficiary is the 
Pciyment of the “total distributions payable” within one taxable year 
of the distributee to which subclivision (i) of this subparagrapK 
aiiplies. Assuming no other death benefits are involved, the bene- 
ficiary may exclude $5,000 of the $8,000 payment from gross income. 

Example {3). The facts are the same as in example (2) except 
that the beneficiary is entitled to receive only the $4,000 to which the 
employee had a nonforfeitable right and elects, 30 days after B’s 
death, to receive it over a period of ten years. Since the “total dis- 
tributions payable” are not paid within one taxable year of the dis- 
tributee, no exclusion from gross income is allowable with respect to 
the $4,000, 

Example (4)- The X Cox'poration instituted a trust, forming 
part of a “qualified” profit-sharing plan for its employees, the cost 
thereof being borne entirely by the corporation. The plan provides, 
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ill part, that if, after 10 or more years of service, an employee leaves 
tlie employ of the corporation, either voluntarily or involuntarily, 
before retirement, a percentage of the reserve provided for the em- 
ployee in the trust fund will be paid to the employee as follows : 10 
to 15 years of service, 25 percent ; 15 to 20 years of service, 50 percent ; 
20 to 25 years of service, 75 percent; 25 or more years of service, 100 
percent. The plan further provides that if an employee dies before 
reaching retirement age, his beneficiary will receive a percentage of 
the reserve provided for the employee in the trust fund, on the same 
basis as shown in the preceding sentence. A, an einjiloyee of the X 
Corporation for 17 years, died before attaining retirement age while 
ill the employ of tlie corporation. At the time of his death, $15,000 
was the reserve provided for him in the trust fund. His beneficiary 
receives $7,500 in a lump sum, an amount equal to 50 percent of tlie 
reserve provided for A’s retirement. The beneficiary may exclude 
from gross income (assuming no other death benefits are involved) 
$5,000 of the $7,500, since the latter amount constitutes ^Total distri- 
butions payable’’ paid within one taxable year of the distributee, to 
wliicii subclivision (i) of this subparagraph applies. 

(e) Annuity payments. — (1) Where death benefits are paid in the 
form of annuity payments, the following rules shall govern for ymr- 
poses of the exclusion provided in section 101(b) : 

(i) The exclusion from gross income provided by section 101 (b) 
does not apply to amounts, paid as an annuity, with respect to which 
the employee possessed, immediately before his death, a nonforfeitable 
right to receive the amounts while living, or to amounts j^aid as an 
annuity in lieu thereof. See paragraph (d) of this section. 

(ii) Under section 101(b)(2)(C), no exclusion is allowable for 
amounts received by a surviving annuitant under a joint and sur- 
vivor’s annuity contract if the annuity starting date (as defined in 
section 72(c) (1) and paragraph (b) of § 1.72-4) occurs before the 
death of the employee. Ir the annuity starting date occurs after 
the death of the employee, the joint and survivor’s annuity contract 
shall be treated as an annuity to which section 101(b) (2) (D) applies. 
See subdivision (iii) of this subparagraph. 

(hi) (a) Subject to the other limitations stated in section 101 (b) 
and ill this section (see section 101(b) (2) (D) ) , the amount to which 
the exclusion of section 101(b) shall apply, with respect to ‘himoimts 
received as an annuity” (as defined in paragraph (b) of § 1.72-2) 
shall be the amount by which the present value of the annuity to 1>e 
paid to the beneficiary, computed as of the date of the employee’s 
death, exceeds the value (if any) of -whichever of the following is the 
larger : 

(i) Amounts contributed by the employee (determined in accord- 
ance with the provisions of section 72 and the regulations thereunder) , 
or 

{2) Amounts with respect to which the employee possessed, immedi- 
ately before his death, a nonforfeitable right to receive the amounts 
while living, or amounts paid in lieu thereof (see paragraph (d) of 
this section). 

(6) The present value of an annuity (immediately before the death 
of the employee) , to the employee, or (immediately after the death of 
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the employee), to his estate or beneficiary, shall be determined as 
follows : 

(1) In the case of an annuity paid by an insurance company or by 
an organization (other than an insurance company) regularly engaged 
in issuing annuity contracts with an insurance company as the co- 
insurer or reinsurer of the obligations under the contract, by use of tlie 
discount interest rates and mortality tables used by the insurance 
compa,ny involved to determine the installment benefits ; 

{2) In the case of an annuity paid by an organization (other than 
an insurance company and other than an organization described in (I) 
of this subdivision) regularly engaged in issuing annuity contracts, 
by reference to the cost of a comparable contract purchased from an 
insurance company ; and 

{8) In the case of an annuity to which neither (i) nor {2) of this 
subdivision is applicable, by use of the appropriate tables of § 81.10 (i) 
of Eegulations 105 (26 CFR fl939) 81.10 (i)) (pertaining to the 
estate tax) , as supplemented by “Actuarial Values for Estate and Gift 
Tax” (Internal Eevenue Service Publication No. 11, 1955). 

(iv) Any amount subject to section 101(b) (2) (D) which is exclud- 
able under section 101 (b) (see subdivision (iii) of this subparagraph) 
shall, for purposes of section 72, be treated as additional consideration 
paid by the employee. See paragraph (b) of § 1.72-8. 

(v) Where more than one beneficiary, or more than one death bene- 
fit, is involved, the exclusion provided by section 101 (b) shall be appor- 
tioned to the various beneficiaries and benefits in accordance with the 
proportion that the present value of each benefit bears to the total 
present value of all the benefits. 

(2) The application of the principles of this paragraph may be 
illustrated by the following examples : 

Example (i ) . (i) Under the plan of the X Corporation, W, who 

is the widow of employee A, and who is 55 years old at the time of A’s 
death, is entitled to an immediate annuity of $2,000 per year during 
her life and C, the minor child of A, is entitled to receive $1,000 per 
year for 15 years. A made no contributions under the plan and died 
while still employed by the X Corporation. At the time of A’s death, 
the amount in his account is $18,000. Under the terms of the plan, 
this amount 'would have been distributable to him on account of 
voluntary termination of employment, but would not have been pay- 
able after his death except in the form of the annuities just described* 
This amount, accordingly, constitutes a nonforfeitable interest in lieu 
of which the annuities are paid. The exclusion does not apply, 
except to the extent that the present value of the annuities exceeds 
$18,000, whether or not the plan is “qualified”, since the total of the 
amount in A’s account will not be paid within one taxable year of 
distributees. See subparagraph (1) (i) of this paragraph. 

(ii) The computation of the exclusion applicable to the interests 
of W and C (assuming that the payments will not be made by an 
insurance company or some other organization regularly engaged 
in issuing annuity contracts) is, by application of the tables in 
§ 81.10(i) of Regulations 105 (26 CFE (1939) 81.10(i)) (pertain- 
ing to the estate tax) as follows : The present value of W’s interest 
is $26,24:3.60, determined by multiplying the annual payment of 
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$2,000 by 13.1218 (the factor in Table I for a person aged 55) ; the 
present value of C’s interest is $11,517.40, determined by multiplying 
the yearly payment of $1,000 by 11.5174 (the factor in Table II for 
payments for a term certain of 15 years) . The present value of both 
annuities is $37,761 and (assuming no other death benefits are in- 
volved), the total amount excludable is $5,000, because the total 
present value of the annuities exceeds the employee’s nonforfeitable 
interest by more than $5,000 ($37,761 minus $18,000 equal $ 19 , 761 ). 
The exclusion allocable to W’s interest is $26,*213.G0/$375761 times 
$5,000, or $3,474.96; the exclusion allocable to C’s interest is $11,- 
517.40/$37,761 times $5,000, or $1,525.04. That portion of the death 
benefit exclusion as so determined for each beneficiary is to be treated 
as consideration paid by the employee for purposes of section 72. 

Example (S). The facts are the same as in example (1), except 
that the nonforfeitable interest of A, at the time of his death, 
amounted to $33,761. Since the present value of^ both annuities 
($37,761) exceeds the value of such nonforfeitable interest by only 
$4,000, the latter amount is the total amount excludable from the 
gross income of the beneficiaries. This $4,000 exclusion is to be 
divided in the same proportions as those indicated in example (1). 
Thus, the exclusion allocable to W’s interest is $26,243.60/$37,761 
times $4,000, or $2,779.97 ; and the exclusion allocable to the interest 
of C is $11,517.40/$37,761 times $4,000, or $1,220.03. That portion 
of the death benefit exclusion as so determined for each beneficiary 
is to be treated as consideration paid by the employee for purposes 
of section 72. 


§ 1.101-3 Interest Payments. — (a) ApplicaMlity of section 101 
—Section 101 (c) provides that if any amount excluded from gross 
income by section 101(a) (relating to life insurance proceeds) or sec- 
tion 101(b) (relating to employees’ death benefits) is held under an 
agreement to pay interest thereon, the interest payments shall be in- 
cluded in gross income. This provision applies to payments made 
(either by an insurer or by or on behalf of an employer) of interest 
earned on any amount so excluded from gross income which is held 
without substantial diminution of the principal amount during the 
period when such interest payments are being made or cre(hted to 
the beneficiaries or estate of the insured or the employee. For ex- 
ample, if a monthly payment is $100, of which $99 represents uiterest 
and $1 represents 'diminution of the principal amount, the principal 
amount shall be considered held under an agreement to pay interest 
thereon and the interest payment shall be included in the gross in- 
come of the recipient. Section 101(c) applies whether the election 
to have an amount held under an agreement to pay interest theieon 
is made by the insured or employee or by his beneficiaries or estate, 
and whether oi* not an interest rate is explicitly stated in the agiee 
nient. Section 101(d) , relating to the payment of life insurance pro- 
ceeds at a date later than death, shall not apply to any amount to 
which section 101(c) applies. See section 101(d) (4). 

(b) Determination of present For the purpose of deter- 

mining whether section 101(c) or section 101(d) applies, the present 
value (at the time of the insured’s death) of any amount which is to 

§ 1.101-3(b) 



66 


be paid at a date later than death shall be determined by the use of 
the interest rate and mortality tables used by the insurer in deter- 
mining the size of the payments to be made. 

§ 1.101-4: Payment oe Life Insurance Proceeds at a Date Later 
Than Death. — (a) In general . — (1) (i) Section 101(d) states the 
provisions governing the exclusion from gross income of amounts 
(other than those to which section 101(c) applies) received under a 
life insurance contract and paid by reason of the death of the insured 
which are paid to a beneficiary on a date or dates later than the death 
of the insured. Plowever, if the amounts payable as proceeds of life 
insurance to which section 101(a) (1) applies cannot in any event ex- 
ceed the amount payable at the time of the insured’s death, such 
amounts are fully excludable from the gross income of the recipient 
(or recipients) without regard to the actual time of payment and 
no further determination need be made under this section. Section 
101(d)(1)(A) provides an exclusion from gross income of any 
amount determined by a proration, under applicable regulations, of 
^^an amount held by an insurer with respect to any beneficiary”. The 
quoted phrase is defined in section 101(d) (2). For the regulations 
governing the method of computation of this proration, see para- 
graphs (c) through (f) of this section. The prorated amounts are to 
be excluded from the gross income of the beneficiary regardless of the 
taxable year in which they are actually received (see example (2) of 
subparagraph (2) of this paragraph) . 

(ii) Section 101(d) (1) (B) provides an additional exclusion where 
life insurance proceeds are paid to the surviving spouse of an insured. 
For purposes of this exclusion, the term “surviving spouse” means 
the spouse of the insured as of the date of death, including a spouse 
legally separated, but not under a decree of absolute divorce (section 
101 ( d) ( 3) ) . To the extent that the total payments, under one or more 
agreements, made in excess of the amounts determined by proratioii 
under section 101(d) (1) (A) do not exceed $1,000 in the taxable year 
of receipt, they shall be excluded from the gross income of the surviv- 
ing spouse (whether or not payment of any part of such amounts 
is guaranteed by the insurer). Amounts excludable under section 
101(d) (1) (B) are not “prorated” amounts. 

(2) The princij)les of this paragraph may be illustrated by the 
following examples 

Example {!), A surviving spouse elects to receive all of the life 
insurance^ proceeds with respect to one insured, amounting to 
$150,000, in ten annual installments of $16,500 each, based on a cer- 
tain guaranteed interest rate. The prorated amount is $15,000 
($150,000-“10). As the second payment, the insurer pays $17,850, 
which exceeds the guaranteed payment by $1,350 as the result o£ 
earnings of the insurer in excess of those required to pay the guaran- 
teed installments. The surviving spouse shall include $1,850 in 
gross income and exclude $16,000 — determined in the following 
manner : 


Fixed payment (Including guaranteed interest) .^^16,500 

Excess interest 1,350 

Total payment $17,850 
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Prorated amount 15,000 

Excess over prorated amount $2,850 

Annual excess over prorated amount excludable under section 101- 

(d)(1)(B) 1,000 

Amount includible in gross income $1,850 


Example (£)> Assume the same facts as in example (1)3 except 
that the third and fourth annual installments, totalling $38,000 
(2 X $16,500) 5 are received in a single subsequent taxable year of the 
surviving spouse. The prorated amount of $15,000 of each annual 
installment, totalling $30,000, shall be excluded even though the 
spouse receives more than one annual installment in the single subse- 
quent taxable year. However, the surviving spouse is entitled to 
only one exclusion of $1,000 under section 101(d) (1) (B) for each 
taxable year of receipt. The surviving spouse shall include 2,000 
in her gross income for the taxable year with resi3ect to the above 
installment payments ($33,000 less the sum of $30,000 plus $1,000). 

Example (^). Assume the same facts as in example (1), except 
that the surviving spouse dies before receiving all ten annual install- 
ments and the remaining installments are paid to her estate or bene- 
ficiary. In such a case, $15,000 of each installment would continue to 
be excludable from the gross income of the recipient, but any 
amounts received in excess thereof would be fully includible. 

(b) Amount held loy an insurer. — (1) For the purpose of the prora- 
tion referred to in section 101(d) (1), an “amount held by an insurer 
with resi3ect to any beneficiary” means an amount equal to the present 
value to such beneficiary (as of the date of death of the insured) of an 
agreement by the insurer under a life insurance policy (whether as 
an option or otherwise) to pay such beneficiary^ an amount or amounts 
at a date or dates later than the death of the insured (section 
101(d) (2) ). The present value of such agreement is to be computed 
as if the agreement under the life insurance policy had been entered 
into on the date of death of the insured, except that such value shall 
be determined by the use of the mortality table and interest rate used 
by the insurer in calculating payments to be made to the beneficiary 
under such agreement. Where an insurance policy provides an option 
for the payment of a specific amount upon the death of the insured 
in full discharge of the contract, such lump sum is the amount held 
by the insurer with respect to all beneficiaries (or their beneficiaries) 
under the contract. See, however, paragraj^h (e) of this section. 

(2) In the case of two or more beneficiaries, the “amount held by 
the insurer” with respect to each beneficiary depends^ on the relation- 
ship of the different benefits payable to such^ beneficiaries. Where 
the amounts payable to two or more beneficiaries are independent of 
each other, the “amount held by the insurer with respect to each bene- 
ficiary” shall be determined and prorated over the periods involved 
independently. Thus, if a certain amount per month is to be paid 
to A for his life, and, concurrently, another amount per month is to 
be paid to B for his life, the “amount held by the insurer” shall be 
determined and prorated for both A and B independently, but the 
aggregate shall not exceed the total present value of such payments 
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to both. On the other hand, if the obligation to pay B was contingent 
on his surviving A, the “amount held by the insurer” _ shall be con- 
sidered an amount held with respect to both beneficiaries simultane- 
ously. Furthermore, it is immaterial whether B is a named bene- 
ficiary or merely the ultimate recipient of payments for a term of 
years. For the special rules governing the computation of the prora- 
tion of the “amount held b3^ an insurer” in determining amounts ex- 
cludable under the provisions of section 101(d), see paragraphs (c) 
to (f ) , inclusive, of this section. 

(3) N'otwithstanding any other provision of this section, if the pol- 
icy was transferred for a valuable consideration, the total Aamoimt 
held by an insurer” cannot exceed the sum of the consideration paid 
plus any premiums or other consideration paid subsequent to the 
transfer if the provisions of section 101(a) (2) and paragraph (b) of 
§ 1.101-1 limit the excludability of the proceeds to such total. 

(c) Treatment of 'payments for life to a sole henefimary. — If the 
contract provides for the payment of a specified lump sum, but, pur- 
suant to an agreement between the beneficiary and the insurer, pay- 
ments are to be made during the life of the beneficiary in lieu of such 
lump sum, the lump sum shall be divided by the life expectancy of the 
beneficiary determined in accordance with the mortality table used 
by the insui'er in determining the benefits to be paid. However, if 
payments are to be made to the estate or beneficiary of the primary 
beneficiary in the event that the primary beneficiary dies before re- 
ceiving a certain number of payments or a specified total amount, 
such lump sum shall be reduced by the present value (at the time of 
the insured’s death) of amounts which may be paid by reason of the 
guarantee, in accordance with the provisions of paragraph (e) of this 
section, before making this calculation. To the extent that payments 
received in each taxable year do not exceed the amount found from 
the above calculation, they are “prorated amounts” of the “amount 
held by an insurer” and are excludable from the gross income of the 
beneficiary without regard to whether he lives beyond the life expec- 
tancy used in making the calculation. If the contract in question does 
not provide for the payment of a specific lump sum upon the death 
of the insured as one of the alternative methods of payment, the pres- 
ent value (at the time of the death of the insured) of the payments to 
be made the beneficiary, determined in accordance with the interest 
rate and mortality table used by the insurer in determining the bene- 
fits to be paid, shall be used in the above calculation in lieu of a lump 
sum. 

(d) Treatment of payments to two or more ienefteiaries, — (1) Un- 
related payments, — If payments are to be made to two or more bene- 
ficiaries, but the payments to be made to each are to be made without 
regard to whether or not payments are made or continue to be made 
to the other beneficiaries, the present value (at the time of the insured’s 
death) of such payments to each beneficiary shall be determined in- 
depenclently for each such beneficiary. The present value so deter- 
mined shall then be divided by the term for which the payments are 
to be made. If the payments are to be made for the life of the bene- 
ficiary, the divisor shall be the life expectancy of the beneficiary. To 
the extent that payments received by a beneficiary do not exceed the 
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amount found from tlie above calculation, they are ‘^‘^prorated amounts” 
of the “amount held by an insurer” with respect to such beneficiary 
and are excludable from the gross income of the beneficiary without 
regard to whether he lives beyond any life expectancy used in making 
the calculation. For the purpose of the calculation described above, 
both the “present value” of the payments to be made periodically 
and the “life expectancy” of a beneficiary shall be determined in 
accordance with the interest rate and mortality table used by the 
insurer in determining the benefits to be paid. If payments are to 
be made to the estate or beneficiary of a primary beneficiary in the 
event that such beneficiary dies before receiving a certain number of 
payments or a specified total amount, the “present value” of payments 
to such a beneficiary shall not include the present value (at the time 
of the insurecfis death) of amounts which may be paid by reason of 
such a guarantee. See paragraph (e) of this section. 

(2) Related payments, — If payments to be made to two or more 
beneficiaries are in the nature of a joint and survivor annuity (as 
described in paragraph (b) of § 1.72-5), the present value (at the 
time of the insured’s death) of the payments to be made to all such 
beneficiaries shall be divided by the life expectancy of such bene- 
ficiaries as a group. To the extent that the payments received by a 
beneficiary do not exceed the amount found from the above calcula- 
tion, they'are “prorated amounts” of the “amount held by an insurer” 
with respect to such beneficiary and are excludable from the gross 
income of the beneficiary without regard to whether all the bene- 
ficiaries involved live beyond the life expectancy used in making the 
calculation. For the purpose of the calculation described above, both 
the “present value” of the payments to be made periodically and the 
“life expectancy” of all the beneficiaries as a group shall be determined 
in accordance with the interest rate and moidality table used by the 
insurer in determining the benefits to be j^aid. If the contract pro- 
vides that certain payments are to be made in the event that all the 
beneficiaries of the group die before a specified number of payments 
or a specified total amount is received by them, the present value of 
payments to be made to the group shall not include the present value 
(at the time of the insured’s death) of amounts which may be paid 
by reason of such a guarantee. See i)aragraph (e) of this section. 

(3) Payments to secondary beneficiaries, — Payments made by rea- 
son of the death of a beneficiary (or beneficiaries) under a contract 
providing that sucli payments shall be made in the event that the 
beneficiary (or beneficiaries) die before receiving a specified number 
of payments or a specified total amount shall be excluded from the 
gross income of the recipient to the extent that such payments are 
made solely by reason of such guarantee. 

(e) Treatmeni of present value of guaranteed payments, — In the 
case of payments which are to be made for a life or lives under a 
contract providing that further amounts shall be paid upon the death 
of the primary beneficiary (or beneficiaries) in the event that such 
beneficiary (or beneficiaries) die before receiving a specified number 
of payments or a specified total amount, the present value (at the 
time of the insured’s death) of all payments to be made under the 
contract shall not include, for purposes of prorating the amount held 
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bj tlie insurer, tlie present value of the payments which may be made 
to the estate or beneficiary of the primary beneficiary. In such a case, 
any lump sum amount used to measure the value of the amount held 
by an insurer with respect to the primary beneficiary must be reduced 
by the value at the time of the insured's death of any amounts which 
may be paid by reason of the guarantee provided for a secondary 
beneficiary or the estate of the primary beneficiary before prorating 
such lump sum over the life or lives of the primary beneficiaries. Such 
present value (of the guaranteed payments) shall be determined by 
the use of the interest rate and mortality tables used by the insurer 
in determining the benefits to be paid. 

(f ) Treatment of payments not paid periodically. — Payments made 
to beneficiaries other than periodically shall be included in the gross 
income of the recipients, but only to the extent that they exceed 
amounts payable at the time of the death of the insured to each such 
beneficiary or, where no such amounts are specified, the present value 
of such payments at that time. 

(g) Examples. — The principles of this section may be illustrated 
by the following examples 

Example (i). A life insui'aiice policy provides for the payment 
of $20,000 in a lump sum to the beneficiary at the death of the 
insurecl. Upon the death of the insured, tlie beneficiary elects an 
option to leave the proceeds with the company for five years and 
then receive payment of $24,000, having no claim of right to any 
part of such sum before the entire five years have passed. ^ Upon 
the payment of the larger sum, $24,000, the beneficiary shall include 
$4,000 in gross income and exclude $20,000 therefrom. If it is 
assumed that the same insui*er has determined the benefits to be 
paid, the same result would obtain if no lump sum amount were 
provided for at the death of the insurecl and the beneficiary were to 
be paid $24,000 five years later. In neither of these cases would the 
surviving spouse be able to exclude any additional amount from 
gross income since both cases involve an amount held by an insurer 
under an agreement to pay interest thereon to which section 101(c) 
applies, rather than an amount to be paid perioclically after the 
death of the insured to which section 101(d) applies. 

Example (2). A life insurance policy pmvides that $1,200 per 
year shall be paid the sole beneficiary (other than a surviving spouse) 
until a fund of $20,000 and interest which accrues on the remaining 
balance is exhausted. A guaranteed rate of interest is specified, but 
excess interest may be credited according to the earnings of tiie in- 
surer. Assuming that the fund will be exhausted in 20 years if only 
the guaranteed interest is actually credited, the beneficiary shall ex- 
clude $1,000 of each installment received ($20,000 divided by 20) and 
any installments received, whether by the beneficiary or his estate or 
beneficiary, in excess of 20 shall be fully included in the gross income 
of the recipient. If, instead, the excess interest were to be paid each 
year, any portion of each installment representing an excess over 
$1,000 would be fully includible in the recipient’s gross income. 
Thus, if an installment of $1,350 were received, $350 of it would be 
included in gross income. 

Example (S ) . Assume that the sole life insurance policy of a de- 
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cedent provides only for the payment of $5,000 per year for the life 
of his surviving spouse, beginning with the insured’s death. If the 
present value of the proceeds, determined by reference to the interest 
rate and the mortality table used by the insurance company, is 
$60,000, and such beneliciary’s life expectancy is 20 years, $3 000 of 
each $5,000 payment ($60,000 divided by 20) is excludable ’as the 
prorated portion of the “amount held by an insurer”. For each 
taxable year in which a payment is made, an additional $1,000 is 
excludable from the gross income of the surviving spouse. Hence if 
she receives only one $5,000 payment in her taxable year, only 
$1,000 IS includible m her gross income in that year with respect to 
such jiayinent ($5,000 less the total amount excludable, $4,000). 
Assuming^ that the policy also provides for payments of $2,000 
per year for 10 years to the daughter of the insured, the present 
value of the payments to the daughter is to be computed separately 
for the purpose of determining the excludable portion of each pay- 
ment to her. Assuming that such present value is $15,000, $1,500 
of each payment of $2,000 received by the daughter is excludable 
from her gross income ($15,000 divided by 10). The remaining 
$500 shall be included in gross income of the daughter. 

Example {4) . Benehciaries A and B, neither of whom is the sur- 
viving spouse of the insured, are each to receive annual payments of 
$1,800 for each of their respective lives upon the death of the insured. 
The contract does not provide for payments to be made in any other 
manner. Assuming that the present value of the payments to be 
made to A, whose life expectancy according to the insurer’s mortality 
table is 30 years, is $36,000, A shall exclude $1,200 of each payment 
received ($36,000 divided by 30) . Assuming that the present value 
of tlie payments to be made to B, whose life expectancy according 
to the insurer’s mortality table is 20 years, is $27,000, B shall exclude 
$1,350 of each payment received ($27,000 divided by 20) . 

Example {5). A life insurance policy provides for the payment 
of $76,500 in a lump sum to the beneficiary, A, at the death of the 
insured. Upon the insured’s death, however, A selects an option for 
the payment of $2,000 per year for her life and for the same amount 
to be paid after her death to B, her daughter, for her life. Assuming 
that since A is 51 years of age and her daughter is 28 years of age, 
the insurer determined the amount of the payments by reference to 
a mortality table under which the life expectancy for the lives of both 
A and B, joint and survivor, is 51 years, $1,500 of each $2,000 pay- 
ment to either A or B ($76,500 divided by 51, or $1,500) shall be 
excluded from the gross income of the recipient. However, if A is 
the surviving spouse of the insured and no other contracts of insur- 
ance whose proceeds ai’o to be paid to her at a date later than death 
are involved, A shall exclude the entire payment of $2,000 in any 
taxable year in which she receives but one such payment because of 
the additional exclusion under section 101(d) (1) (B). 

Example {6). Beneficiaries A and B, neither of whom is the sur- 
viving spouse of the insured, are each to receive annual payments of 
$1,800 for each of their respective lives upon the death of the insured, 
Wt after the death of either, the survivor is to receive the payments 
formerly made to the deceased beneficiary until the survivor dies. 
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Assuming that the life expectancy, joint and survivor, of A and B 
in accordance with the moi^tality table used by the insurer is 32 years 
and assuming that the total present value of the benefits to both 
(determined in accordance with the interest rate used by the in- 
surer) 5 is $80,000, A and B shall each exclude $1,250 of each install- 
ment of $1,800 ($80,000 divided by the life expectancy, 32, multiplied 
by the fraction of the annual payment payable to each, one-half) 
until the death of either. Thereafter, the survivor shall exclude 
$2,500 of each installment of $3,600 ($80,000 divided by 32) . 

Example (7) . A life insurance policy provides for the payment 
of $75,000 in a lump sum to the beneficiary, A, at the death of the 
insured. A, upon the insured’s death, however, selects an option for 
the payment of $4,000 per year for life, with a guarantee that any 
part of the $75,000 lump sum not paid to A before his death shall be 
paid to B (or his estate) , A’s beneficiary. Assuming that, under the 
criteria used by the insurer in determining the benefits to be paid, 
the present value of the guaranteed amount to B is $13,500 and that 
A’s life expectancy is 25 years, the lump sum shall be reduced by the 
present value of the guarantee to B ($75,000 less $13,500, or $61,500) 
and divided by A’s life expectancy ($61,500 divided by^ 25, or $2,460) . 
Hence, $2,460 of each $4,000 payment is excludable from A’s gross 
income. If A is the surviving spouse of the insured and no other 
contracts of insurance whose proceeds are to be paid to her at a 
date later than death are involved, A shall exclude $3,460 of each 
$4,000 payment from gross income in any taxable year in which but 
one such payment is received. Under these facts, if any amount is 
paid to B by reason of the fact that A dies before receiving a total 
of $75,000, the residue of the lump sum paid to B shall be excluded 
from B’s gross income since it is wholly in lieu of the present vaJue 
of such guarantee plus the present value of the payments to be made 
to the first beneficiary, and is therefore entirely an “amount held 
by an insurer” paid at a date later than death (see paragraph (d) (3) 
of this section). 

Example {8 ) . Assume that an insurance policy does not provide 
for the payment of a lump sum, but provides for the^ payment of 
$1,200 per year for a beneficiary’s life upon the death of the insured, 
and also provides that if ten payments are not made to the beneficiary 
before death a secondary beneficiary (whether named by the insured 
or by the first beneficiary) shall receive the remainder of the ten pay- 
ments in similar installments. If, according to the criteria used 
by the insurance company in determining the benefits, the present 
value of the payments to the first beneficiary is $12,000 and the life 
expectancy of such beneficiary is 15 years, $800 of each payment 
received by the first beneficiary is excludable from gross income. 
Assuming that the same figures obtain even though the payments are 
to be made at the rate of $100 per month, the yearly exclusion re- 
mains the same unless more or less than twelve months’ installments 
are received by the beneficiary in a particular taxable year. In such 
a case two-thirds of the total" received in the particular taxable year 
with respect to such beneficiary shall be excluded from gross income. 
Under either of the above alternatives, any amount received by the 
second beneficiary by reason of the guarantee of ten payments is 
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fully excludable from tlie beneficiary’s gross income since it is wholly 
ill lieu of the present value of such guarantee plus the present value 
of the payments to be made to the first beneficiary and is therefore 
entirely an “amount held by an insurer” paid at a date later than 
death (see paragraph (d)(3) of this section) . 

(h) Lim/itations on wpplication of section 101 {cl) . — Section 101(d) 
shall not apply to interest payments on any amount held by an insurer 
under an agreement to pay interest thereon. See sections* 101 (c) and 
101(d) (1) , and § 1.101-3. See also paragraph (b) (3) of this section 
for a limitation on the amount which shall be considered an “amount 
held by an insurer” in the case of jinoceeds of life insurance which 
are paid subsequent to the transfer of the policy for a valuable 
consideration. 

§ 1.101-5 Alimony, Etc., Pavtments. — P roceeds of life insurance 
policies paid by reason of the death of the insured to his separated 
wife, or payments excludable as death benefits under section 101(b) 
paid to a deceased employee’s separated wife, if paid to discharge legal 
obligations imposed by a decree of divorce or separate maintenance, 
by a written separation agreement executed after August 16, 1951, or 
by a decree of support entered after March 1, 1951, shall be included 
in the gross income of the separated wife if section 71 or 682 is ap- 
plicable to tlio paymeuts made. For definition of “wife”, see section 
7701(a) (17) and the regulations thereimcler. 

§ 1.101-6 Effective Date. — (a) The provisions of section 101 
and §§ 1.101-1, 1.101-2, 1.101-3, l.l()l-4, and 1.101-5 are applicable 
only with respect to amounts received by reason of the death of an 
insured or an employee occurring after August 16, 1954. In the case 
of such amounts, these sections are applicable even though the reciept 
of such amounts occurred in a, taxable year beginning before January 
1, 1954, to which the Internal Revenue Code of 1939 applies. 

(b) Section 22(b) (1) of the Intermil Revenue Code of 1039 and 
the regulations pertaining thereto shall apply to amounts received 
by reason of the death of an insured or a,n employee occuirring before 
August 17, 1954, regardless of the date of receipt. 

§ 1.107 STATuaT)KT PuovjsiONs; Rental Value of PaesonxVGes. 
SEC. lOT. RENTAL VALUE OF FAIISONAOES. 

In the case of a minister of the j^ospel A’mss iiieome does not include — 

(1) th(i rental value of a lioine furnished to him as part of his com- 
pensation ; or 

(2) the rental allowance paid to him as part of his compensation, to 
the extent used by him to rent or provide a lioine. 

§ 1.107-1 Rentai., Value of Parsonaoes. — (a) In the ease of a 
minister of tlie g’ospel, gross income does not include (1) the rental 
value of a home, including utilities, furnished to him as a part of his 
compensation, or (2) the rental allowance paid to him as part of his 
compensation, to the extent such allowance is used by him to rent or 
otherwise provide a home. In order to qualify for the exclusion, 
the home or rental allowance must he provided 'as remTineratiou for 
services which are ordinarily the duties of a minister of the gospel. 
In general, the rules provided in § 1.1402(c) -1(e) will be applicable 
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to such determination. Examples of specific services the perform- 
ance of which will be considered duties of a minister for purposes 
of section 107 include the performance of sacerdotal functions, the 
conduct of religious worship, the administration and maintenance 
of religious organizations and their integral agencies, and the per- 
formance of teaching and administrative duties at theological semi- 
naries. Also, the service performed by a qualified minister as an 
employee of the United States (other than as a chaplain in the 
Armed Forces, whose service is considered to be that of a commis- 
sioned ofiicer in his capacity as such, and not as a minister in the 
exercise of his ministry), or a State, Territory, or possession of the 
United States, or a political subdivision of any of the foregoing, 
or the District of Columbia, is in the exercise of his ministry pro- 
vided the service performed includes such services as are ordinarily 
the duties of a minister. 

(b) For purposes of section 107, the term “home” means a dwelling 
place (including furnishings) and the appurtenances thereto, such 
as a garage. The term “rental allowance” means an amount paid to 
a minister to rent or otherwise provide a home if such amount is 
designated as rental allowance pursuant to official action taken prior 
to January 1, 1958, by the employing church or other qualified or- 
ganization, or if such amount is designated as rental allowance pur- 
suant to official action taken in advance of such payment by the 
employing church or other qualified organization when paid after 
December 31, 1957. The designation of an amount as rental allow- 
ance may be evidenced in an employment contract, in minutes of or 
in a resolution by a church or other qualified organization or in its 
budget, or in any other appropriate instrument evidencing such 
official action. The designation referred to in this paragraph is a 
sufficient designation if it permits a payment or a part thereof to 
be identified as a payment of rental allowance as distinguished from 
salary or other remuneration. 

(c) A rental allowance must be included in the minister’s gross 
income in the taxable year in which it is received, to the extent that 
such allowance is not used by him during such taxable year to rent 
or otherwise provide a home. Circumstances under which a rental 
allowance will he deemed to have been used to rent or provide a home 
will include cases in which the allowance is expended (1) for rent of 
a home, (2) for purchase of a home, and (3) for expenses directly 
related to providing a home. Expenses for food and servants are 
not considered for this purpose to be directly related to providing a 
home. Wliere the minister rents, purchases, or owns a farm or other 
business property in addition to a home, the portion of the rental al- 
lowance expended in connection with the farm or business property 
shall not be excluded from his gross income. 

STANDARn DEDUCTION FOR INDIVIDUALS 

§ 1.141 Statutory Provisions; Standard Deduction. 

SBO. 141. STANDARD DEDUCTION. 

The standard deduction referred to in section 63(1)) (defining taxable 
income in case of individual electing standard deduction) shall be an 
amount equal to 10 percent of the adjusted gross income or $1,000, which- 
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ever is tlie lesser, except tiiat in tlie case of a separate return by a married 
individual tiie standard deduction siiall not exceed $500. 

§ 1 , 141-1 Standard Deduct^n. — (a) The taxpayer may elect to 
takej in addition to the deductions from gross income allowable in 
computing adjusted gross income and the deduction described in sec- 
tion idlj relating to personal exemptions, a standard deduction in lieu 
of all nonbiisiness deductions (that is, deductions other than those de- 
scribed in section 62) and in lieu of certain credits allowable to the 
taxpayer, had he not so elected. See section 36. Such credits include : 
The credit j)rovided by section 33 for taxes imposed by foreign coun- 
tries and possessions of the United States; the credit provided by 
section 32 for tax withheld, at source under section 1451 by the obligor 
on tax-free covenant bonds with respect to interest on such bonds; 
and the credit provided by section 35 with respect to interest on 
United States obligations and interest on obligations of instrumen- 
talities of the United States. 

(b) In the case of a joint return, there is only one adjusted gross 
income and only one standard deduction. For example, if a husband 
has an income of $15,000 and his spouse has an income of $12,000 for 
the taxable year for which they file a joint return, and they have no 
deductions allowable for the purpose of computing adjusted gross 
income, the adjusted gross income is $27,000, and tlie standard deduc- 
tion is $1,000 (and not $2,000) . 

(c) in the case of taxpayers whose adjusted gross income is $5,000 
or more, the standard deduction is $1,000 or 10 percent of adjusted 
gross income, whichever is the lesser, except that in the case of a sepa- 
rate return by a married individual the standard deduction is $500. 
For determination of marital status see § 1.143-1. 

(d) In the case of taxpayers whose adjusted gross income is less 
than $5,000, the table provided in section 3 has incorporated a stand- 
ard deduction of about 10 percent of the adjusted gross income upon 
which the tax is determined. 

(e) An election to take the standard deduction may be made for a 
taxable year which is less than 12 months on account of the death of 
the taxpayer. 

§ 1.142 Statutory Provisions; Individuals Not Eligible for 
Standard Deduction. 

SEC. 142. individuals NOT ELIGIBLE FOB ST’ANDARD DEDUC- 
TION. 

(a) Husband and Wife. — ^The standard deduction shall not be allowed 
to a liiisband or wife if the tax of the other spouse is determined under 
section 1 on the basis of the taxable income computed without regard to 
the standard deduction. 

(b) Certain Other Taxpayers Ineligible. — The standard deduction 
shall not he allowed in computing the taxable income of — 

(1) a nonresident alien individual; 

(2) a citizen of the United States entitled to the benefits of section 931 
(relating to income from sources within iiossessions of the United States) ; 

(3) an individual making a return under section 443(a)(1) for a 
period of less than 12 months on account of a change in his annual 
accounting period ; or 

(4) an estate or trust, common trust fund, or partnership. 
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§ 1.142-1 Husband and Wife. — (a) In tlie case of husband and 
wife, if the tax of one spouse is determined under section 1 or 1201 
on the basis of the taxable income computed without regard to the 
standard deduction, the other spouse may not elect to take the stand- 
ard deduction. If a joint return is filed and election made thereon 
to take the standard deduction, such deduction shall be determined by 
reference to the aggregate adjusted gross income of both spouses. If 
Form 1040 A is filed as a combined return, the standard deduction is 
allowed through the use of the tax table in section 3. See the regula- 
tions under section 6014, limiting the use of Form 1040A as a combined 
return to cases in which the aggregate adjusted gross income of the 
spouses is less than $5,000. 

(b) If each spouse files a separate Form 1040, both must elect to 
take the standard deduction or both are denied the standard deduc- 
tion. If one spouse files Form 1040 and does not elect to take the 
standard deduction, the other spouse may not elect to take the stand- 
ard deduction and, hence, may not file Form 1040A as his or her re- 
turn. Thus, if A and his wife B have adjusted gross incomes of $6,000 
and $3,500, respectively, from wages subject to withholding and A 
files F orm 1040 and does not elect thereon to take the standard deduc- 
tion, B may not file Form 1040A but must file Form 1040, taking 
thereon only her actual allowable deductions and not the standard 
deduction. In such case, however, if both elect to take the standard 
deduction, A must file Form 1040, but B may file Form 1040A or, in 
the alternative, she may file Form 1040 and compute the tax under 
section 3. Under either alternative, effect is given to the standard 
deduction through the application of section 3. 

(c) The restriction upon the right of a married person to elect the 
standard deduction in his separate return is applicable with respect to 
the taxable years of the husband and wdfe ending in the same calendar 
year, except that in the event of the death of one spouse the restriction 
is applicable with respect to the taxable year ended with death and 
the taxable year of the surviving spouse in which such death occurs. 
The restriction applies unless the spouses are legally separated under 
a decree of divorce or separate maintenance. For detei*mination of 
marital status, see § 1.143-1. 

§ 1.142-2 Standard Deduction Not Allowable. — The standard 
deduction is not allowable in the case of — 

(a) A nonresident alien individual (including one who enters and 
leaves the United States at frequent intervals) ; 

(b) A citizen of the United States entitled to the benefits of section 
931; 

(c) A taxable year of less than 12 months w-here such taxable 
year arises because of a change in accounting period under section 
443(a) (1); or 

(d) An estate or trust, common trust fund, or partnership. 

§ 1.143 Statutory Provisions; Determination of Marital 
Status. 

SEC. 143. DETERMINATION OF MARITAL STATUS. 

For purposes of this part — 

(1) The determination of whether an individual is married shall be 
made as of the close of his taxable year ; except that if his spouse dies 
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during his taxable year such determination shall be made as of the time 
of such death ; and 

(2) An individual legally separated from his spouse under a decree 
of divorce or of separate maintenance shall not be considered as married. 

§ 1 . 14 : 3-1 Determination of Marital Status. — The determina- 
tion of whether an individual is married shall be made as of the close of 
his taxable year unless his spouse dies during his taxable year, in which 
case such determination shall be made as of the time of such death ; 
and an individual shall be considered as married even though living 
apart from his spouse unless legally separated under a decree of divorce 
or separate maintenance. The provisions of this section may be illus- 
trated by the following examples : 

Example {1), Taxpayer A and his wife B both make their re- 
turns on a calendar year basis. In July 1954 they enter into a separa- 
tion agreement and thereafter live apart, but no decree of divorce 
or separate maintenance is issued until March 1955. If A itemizes 
and claims his actual deductions on his return for the calendar year 
1954, B may not elect the standard deduction on her return since B 
is considered as married to A (although permanently separated by 
agreement) on the last day of 1954. 

Example (^), Taxpayer A makes his returns on the basis of a 
fiscal year ending J une 30. His wife B makes her returns on the 
calendar year basis. A died in October 1954. In such case, since A 
and B were married as of the date of death, B may not elect the 
standard deduction for the calendar year 1954 if the income of A 
for the short taxable year ending with the date of his death is 
determined without regard to the standard deduction. 

§ 1.144 Statutory Provisions; EimcnoN of Standard Deduc- 
tion. 

SEC. 144. ELECTION OF STANDARD DEDUCTION. 

(a) Method and Effect of Election. — 

(1) If the adjusted gross income shown on the return is J{^5,000 or 
more, the standard deduction shall be allowed if the taxiiayer so elects 
in his return, and the Secretary or his delegate shall by regulations 
prescribe the manner of signifying such election in the return. If the 
adjusted gross income shown on the return is $5,000 or more, but the 
correct adjusted gross income is less than $5,000, then an election by the 
taxpayer under the preceding sentence to take the standard deduction 
shall be considered as his election to pay the tax imposed by section 3 
(relating to tax based on tax table) ; and his failure to make under the 
preceding sentence an election to take the standard deduction shall i>e 
considered his election not to pay the tax imposed l)y section 3. 

(2) If the adjusted gross income shown on the return is less than 
$5,000, the standard deduction shall be allowed only if the taxpayer 
elects, in the manner provided in section 4, to pay the tax imposed by 
section 3. If the adjusted gross income shown on the return is less than 
$5,000, but the correct adjusted gross income is $5,000 or more, then an 
election by the taxi)ayer to pay the tax imposed by section 3 shall be 
considered as his election to take the standard deduction ; and his failure 
to elect to pay the tax imposed by section 3 shall be considered his elec- 
tion not to take the standard deduction. 

(3) If the taxpayer on making his return fails to signify, in the 
manner provided by paragraph (1) or (2), his election to take the stand- 
ard deduction or to pay the tax imposed by section 3, as the case may 
be, such failure shall be considered his election not to take the standard 
deduction. 
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(b) Change of Election. — Under regulations prescribed by the Secre- 
tary or his delegate, a change of an election for any taxable year to take, 
or not to take, the standard deduction, or to pay, or not to pay, the tax under 
section S, may be made after the filing of the return for such year. If the 
spouse of the taxpayer filed a separate return for any taxable year corre- 
sponding, for purposes of section 142 (a), to the taxable year of the tax- 
payer, the change shall not be allowed unless, in accordance with such 
regulations — 

(1) the spouse makes a change of election with respect to the standard 
deduction for the taxable year covered in such separate return, consistent 
with the change of election sought by the taxpayer, and 

(2) the taxpayer and his spouse consent in writing to the assessment, 
within such period as may be agreed on with the Secretary or his delegate, 
of any deficiency, to the extent attributable to such change of election, 
even though at the time of the filing of such consent the assessment of 
such deficiency would otherwise be prevented by the operation of any 
law or rule of law. 

This subsection shall not aj^ply if the tax liability of the taxpayer’s spouse, 
for the taxable year corresponding (for purposes of section 142(a) ) to the 
taxable year of the taxpayer, has been compromised under section 7122. 

§ 1.144-1 Manner and Eeeect of Election to Take tpie Stand- 
ard Deduction. — The following rules are prescribed with respect to 
the manner of signifying an election by a taxpayer to take the stand- 
ard deduction : 

(a) A taxpayer whose adjusted gross income as shown by his re- 
turn is $5,000 or more shall be allowed the standard deduction if 
he signifies on his return his election to take such deduction. Such 
taxpayer shall so signify on his return by claiming thereon the de- 
duction in the amount provided for in section 141 instead of itemizing 
the deductions allowable in computing taxable income, other than 
those specified in sections 62 and 151. The amount to be claimed on 
the return by such taxpayer is $1,000 or 10 percent of the adjusted 
gross income, whichever is lesser (except that in the case of a separate 
return by a married individual with an adjusted gross income of 
$5,000 or more, the amount is $500). If in any case the adjusted 
gross income shown on the return of the taxpayer is $5,000 or 'more, 
but the correct adjusted gross income is less than $5,000, then : 

(1) If the taxpayer has elected on his return to take the standard 
deduction, such election shall be deemed to be an election by the tax- 
payer to pay the tax imposed by section 3 ; and 

(2) If the taxpayer has not so elected upon his return, it shall be 
deemed that the taxpayer has elected not to pay the tax under sec- 
tion 3. 

^^(b) If the adjusted gross income shown on the return is less than 
$5,000, the standard deduction is allowable if the taxpayer elects to 
pa}^ the tax imposed by section 3. As to the manner and effect of 
election to pay the tax under section 3, see § 1.4—2. In the case of a 
taxpa3’’er who files Form 1040, he shall signify his election to pay the 
tax imposed by section 3 by showing on Form 1040 as his tax the 
amount computed by use of the tax table in section 3. In any case, 
however, in which adjusted gross income shown on the return is less 
than $5,000, but the correct adjusted gross income is in fact $5,000 
or more, then: 

(1) If the taxpayer has elected to pay the tax imposed under 
§ L144-1 
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section 3, it shall be deemed that he has elected to take the standard 
deduction; and 

(2) If the taxpayer has not elected on his return to pay the tax 
under section 3, it shall be deemed that he has made an election 
not to take the standard deduction. 

A taxpayer having adjusted gross income of less than $5,000, who 
does not elect to pay the tax imposed by section 3, may not take the 
standard deduction. 


I 1 , 144_2 Change or Election to Take, ok Not to Take, the 
Standakd Deduction. — ( a) A change of the election to take, or not 
to take, the standard deduction for any taxable year may be made 
before or after the time prescribed for filing the return for the tax- 
able year. However, the period of time prescribed in section 6511 
within which claim for credit or refund of tax must be made is not 
extended by the right to elt'ect a change of election. 

(b) If the spouse of the taxpayer filed a separate return for any 
taxable year that corresponds, for the purpose of section 1-12 (a), to 
the taxable year of the taxpayer, a change of election may not be 
made by the taxpayer unless: (1) The spouse makes a change of 
election in such separate return with respect to the standard deduc- 
tion consistent with the change of election sought by the taxpayer, 
and (2) the taxpayer and his spouse file a consent in writing to 
the assessment, within such period of time as may be agreed upon, 
of any deficiency of either to the extent attributable to such change 
of election even though at the time of the filing of such consent the 
assessment of such deficiency would otherwise be prevented by the 
operation of any law or rule of law. 

(c) A change of election for any taxable year shall not be per- 
mitted if the tax liability of the taxpayer for the taxable year, or of 
the taxpayer’s spouse for the taxable year corresponding, for the pur- 
pose of section 112 (a) , to the taxable year of the taxpayer, has been 
compromised under the provisions of section 7122. 

§ 1.115 Statutort Provisions; Cross Keperence. 

SEO. 145. CEOSS REFEUlfiNCE. 

For disallowance of certain credits against tlie tax in the case of indi- 
viduals electing the standard deduction, see section 3<1. 


§ 1.151 Statutory Provisions; Allowance of Deductions for 
Personal Exemptions. 

SEC 151. ALLOWANCE OF DEDUCTIONS FOE PBESONAL EX- 
EMPTIONS. 

(a) Allowance op Deductions. — In the case of an individual, the 

exemptions provided by this section shall be allowed as deductions in com- 
puting taxable income. , ^ 

(b) Taxpavek and Spouse. — An exemption of $b00 for the taxpayer, 

and an additional exemption of .$(>00 for the spouse of the taxpayer if a 
separate return is made by the taxpayer, and If the spouse, for the calendar 
year in which the taxable year of the taxpayer begins, has no gross income 
and is not the dependent of another taxpayer. . rr ht,.,,,. 

(c) Additional Exxqmption foe Taxpayee oe Siwsb Aged Go or More. 

(1) Foe taxpayee. — A n additional exemption of $(>00 for tlie tax- 

payer if he has attained the age of 65 before the close of his taxable year. 
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(2) Poe spouse. — ^An additional exemption of $600 for the spouse of 
the taxpayer if a separate return is made by the taxpayer, and if the 
spouse has attained the age of 65 before the close of such taxable year, 
and, for the calendar year in which the taxable year of the taxpayer 
begins, has no gross income and is not the dependent of another taxpayer. 

(d) Additional Exemption foe Blindness of Taxpayee oe Spouse. — 

(1) PoE TAXPAYER . — Au additional exemption of $600 for the taxpayer 
if he is blind at the close of his taxable year. 

(2) PoE SPOUSE. — ^An additional exemption of $600 for the spouse of 
the taxpayer if a separate return is made by the taxpayer, and if the 
spouse is blind and, for the calendar year in which the taxable year of 
the taxpayer begins, has no gross income and is not the dependent of 
another taxpayer. For purposes of this paragraph, the determination 
of whether the spouse is blind shall be made as of the close of the tax- 
able year of the taxpayer; except that if the spouse dies during such 
taxable year such determination shall be made as of the time of such 
death. 

(3) Blindness defined. — For purposes of this subsection, an indi- 
vidual is blind only if his central visual acuity does not exceed 20/200 
in the better eye with correcting lenses, or if his visual acuity is greater 
than 20/200 but is accompanied by a limitation in the fields of vision 
such that the widest diameter of the visual field subtends an angle no 
greater than 20 degrees. 

(e) Additional Exemption foe Dependents. — 

(1) In general. — An exemption of $600 for each dependent (as 
defined in section 152) — 

(A) whose gross income for the calendar year in which the taxable 
year of the taxpayer begins is less than $600, or 

(B) who is a child of the taxpayer and who (i) has not attained 
the age of 19 at the close of the calendar year in which the taxable 
year of the taxpayer begins, or (ii) is a student. 

(2) Exemption denied in case of certain married dependents. — 
No exemption shall be allowed under this subsection for any dependent 
who has made a joint return with his spouse under section 6013 for the 
taxable year beginning in the calendar year in which the taxable year 
of the taxpayer begins. 

(3) Child defined.— For purposes of paragraph (1) (B), the term 
“child” means an individual who (within the meaning of section 152) 
is a son, stepson, daughter, or stepdaughter of the taxpayer. 

(4) Student and educational institution defined. — For purposes of 
paragraph (l)(B)(ii), the term “student” means an individual who 
during each of 5 calendar months during the calendar year in which the 
taxable year of the taxpayer begins — 

(A) is a full-time student at an educational institution ; or 

(B) is pursuing a full-time course of institutional on-farm training 
under the supervision of an accredited agent of an educational insti- 
tution or of a State or political subdivision of a State. 

For purposes of this paragraph, the term “educational institution” means 
only an educational institution which normally maintains a regular 
faculty and curriculum and normally has a regularly organized body of 
students in attendance at the place where its educational activities are 
carried on. 

§ 1.151-1 Deductions for Personal Exemptions. — (a) In gen- 
eral (1) In computing taxable income, an individual is allowed a 
deduction for the exemptions specified in section 151. Such ex- 
emptions are: (i) The exemptions for an individual taxpayer and 
spouse (the so-called personal exemptions) ; (ii) the additional ex- 
emptions for a taxpayer attaining the age of 65 years and spouse 
attaining the age of 65 years (the so-called old-age exemptions) ; 
(ill) the additional exemptions for a blind taxpayer and a blind 
spouse; and (iv) the exemptions for dependents of the taxpayer. 
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(2) A nonresident alien individual who is a bona fide resident of 
Puerto Rico during the entire taxable year and subject to tax under 
section 1 or 1201(b) is allowed as deductions the exemptions specified 
in section 151, even though as to the United States such individual is 
a nonresident alien. See section 876 and the regulations thereunder, 
I’elating to alien residents of Puerto Rico. 

(b) Exemptions for individual taxpayer and spouse {so-called per- 
sonal exemptions). — Section 151(b) allows an exemption of $600 for 
the taxpayer and an additional exemption of $600 for the spouse of 
the taxpayer if a separate return is made by the taxpayer, and if 
the spouse, for the calendar year in which the taxable year of the 
taxpayer begins, has no gross income and is not the dependent of 
another taxpayer. Thus, a husband is not entitled to an exemption 
for his wife on his separate return for the taxable year beginning in 
a calendar year during which she has any gi'oss income (though in- 
sufficient to require her to file a return) . Since, in the case of a joint 
return, there are two taxpayers (although under section 6013 there 
is only one income for the two taxpayers on such return, i. e., their 
aggregate income) , two exemptions of $600 are allowed on such re- 
turn, one for each taxpayer spouse. If in any case a joint return is 
made by the taxpayer and his spouse, no other person is allowed an 
exemption for such spouse even though such other person would have 
been entitled to claim an exemption for such spouse as a dependent 
if such joint return had not been made. 

(c) Exemptions for taxpayer attaining the age of 65 and spouse 
attaining the age of 66 (so-called old-age exemptions). — (1) Section 
151(c) provides an additional exemption of $600 for the taxpayer 
if he has attained the age of 65 before the close of his taxable year. 
An additional exemption of $600 is also allowed to the taxpayer for 
his spouse if a separate return is made by the taxpayer and if the 
spouse has attained the age of 65 before the close of the taxable year 
of the taxpayer and, for the calendar year in which the taxable year 
of the taxpayer begins, the spouse has no gross income and is not the 
dependent of another taxpayer. If a husband and wife make a joint 
return, an old-age exemption of $600 will be allowed as to each tax- 
payer spouse who has attained the age of 65 before the close of the 
taxable year for which the joint return is made. The exemptions 
under section 151(c) are in addition to the exemptions for the tax- 
payer and spouse under section 151(b). 

(2) In determining the age of an individual for the purposes of 
the exemption for old age, the last day of the taxable year of the tax- 
payer is the controlling date. Thus, in the event of a separate return 
by a husband, no additional exemption for old age may be claimed 
for his spouse unless such spouse has attained the age of 65 on or 
before the close of the taxable year of the husband. In no event shall 
the additional exemption for old age be allowed with respect to a 
spouse who dies before attaining the age of 65 even though such spouse 
would have attained the age of 65 before the close of the taxable year 
of the taxpayer. For the purposes of the old-age exemption, a.n indi- 
vidual attains the age of 65 on the first moment of the day preceding 
his sixty-fifth birthday. Accordingly, an individual whose sixty-fifth 
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birthday falls on January 1 in a given year attains the age of 65 on 
the last day of the calendar year immediately preceding. 

(d) Exemptions for the tlind, — (1) Section 151(d) provides an 
additional exemption of $600 for the taxpayer if he is blind at the 
close of his taxable year. An additional exemption is also allowed to 
the taxpayer for his spouse if the spouse is blind and, for the calendar 
year in which the taxable year of the taxpayer begins, has no gross 
income and is not the dependent of another taxpayer. The determina- 
tion of whether the spouse is blind shall be made as of the close of 
the taxable year of the taxpayer, unless the spouse dies during such 
taxable year, in which case such determination shall be made as of 
the time of such death. 

(2) The exemptions for the blind are in addition to the exemp- 
tions for the taxpayer and spouse under section 151(b) and are also 
ill addition to the exemptions under section 151(c) for taxpayers 
and spouses attaining the age of 65 years. Thus, a single individual 
who has attained the age of 65 before the close of his taxable year 
and who is blind at the close of his taxable year is entitled, in addi- 
tion to the so-called personal exemption of $600, to two further ex- 
emptions, each of $600, one by reason of his age and the other by 
reason of his blindness. If a husband and whfe make a joint return, 
an exemption of $600 for the blind will be allowed as to each tax- 
payer spouse who is blind at the close of the taxable year for which 
the joint return is made. 

(3) A taxpayer claiming an exemption allowed by section 151(d) 
for a blind taxpayer and a blind spouse shall, if the individual for 
whom the exemption is claimed is not totally blind as of the last day 
of the taxable year of the taxpayer (or, in the case of a spouse who 
dies cluring such taxable year, as of the time of such death) , attach 
to his return a certificate from a physician skilled in the diseases of 
the eye or a registered optometrist stating that as of the applicable 
status determination date in the opinion of such physician or op- 
tometrist (i) the central visual acuity of the individual for wdioin the 
exemption is claimed did not exceed 20/200 in the better eye with 
correcting lenses or (ii) such individiiars visual acuity wms accom- 
panied by a limitation in the fields of vision such that the widest 
diameter of the visual field subtends an angle no greater than 20 
degrees. If such individual is totally blind as of the status deter- 
mination date there shall be attached to the return a statement by 
the person or persons making the return setting forth such fact. 

§ 1.151—2 Additional Exemptions FOR Dependents. — (a) Section 
151(e) allows to a taxpayer an exemption of $600 for each dependent 
(as defined in section 152) whose gross income (as defined in section 
61) for the calendar year in which the taxable year of the taxpayer 
begins is less than $600, or who is a child of the taxpayer and w'ho — 

(1) Has not attained the age of 19 at the close of the calendar 

year in which the taxable year of the taxpayer begins, or 

(2) Is a student, as defined in § 1.151-3 (b). 

No exemption shall be allowed under section 151(e) for any de- 
pendent who has made a joint return with his spouse under section 
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6013 for the taxable year beginning in the calendar year in which the 
taxable year of the taxpayer begins. 

(b) The only exemption allowed for a dependent of the taxpayer 
is that provided by section 151(e). The exemptions provided by sec- 
tion 151(c) (old-age exemptions) and section 151(d) (exemiDtions 
for the blind) are allowed only for the taxpayer or his sponse. For 
example, Avhere a taxpayer provides the entire support for his father 
who meets all the requirements of a dependent, he is entitled to only 
one exemption of $600 for his father (section 151(e)), even though 
his father is over the age of 65. 

§ 1.151-3 Definitions. — (a) Child , — For purposes of sections 
151(e), 152, and the regulations thereunder, the term ^^child” means 
a son, stepson, daughter, stepdaughter, adopted son, or adopted 
daughter of the taxpayer. 

(b) Stude7it , — For purposes of section 151(e) and section 152(d), 
and the regulations thereunder, the term “student” means an indi- 
vidual who during each of 5 calendar months during the calendar 
year in which the taxable year of the taxpayer begins is a full-time 
student at an educational institution or is pursuing a full-time course 
of institutional on-farm training under the supervision of an accred- 
ited agent of an educational institution or of a State or political sub- 
division of a State. An example of “institutional on-farm training” 
is that authorized by the Veterans’ Eeadjustment Assistance Act of 
1052, as described in section 252 of such act. A full-time student 
is one who is enrolled for some part of 5 calendar months for the 
number of hours or courses which is considered to bo full-time at- 
tendance. The 5 calendar months need not be consecutive. School 
attendance exclusively at night does not constitute full-time attend- 
ance. ITo^vever, full-time attendance at an educational institution 
may include some attendance at night in connection with a full-time 
course of study. 

(c) Educational institutiooi. — For juirposes of sections 151(e) and 
152, and the regulations thereunder, the term “educational institu- 
tion” means a school maintaining a regular faculty and established 
curriculum, and having an organized body of students in attendance. 
It includes primary and secondary schools, colleges, universities, nor- 
mal schools, technical schools, mechanical schools, and similar insti- 
tutions, but does not include noneducational institutions, on-the-job 
training, correspondence schools, night schools, and so lx;)rth. 

§ 1.152 Statutory Provisions; Defendent Defined. 

SEC. 152. DEPENDENT DEFINED. 

(a) General Definition. — For purposes of this subtitle, the term “de- 
pendent” means any of the following individuals over half of whose supiiort, 
for the calendar year in which the taxable year of the taxpayer begins, 
was received from the taxpayer (or is treated under subsection (c) as 
received from the taxpayer) : 

(1) A son or daughter of the taxpayer, or a descendant of either, 

(2) A stepson or stepdaughter of the taxpayer, 

(3) A brother, sister, stepbrother, or stepsister of the taxpayer, 

(4) The father or mother of the taxpayer, or an ancestor of either, 

(5) A stepfather or stepmother of the taxpayer, 

(6) A son or daughter of a brother or sister of the taxpayer. 
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(7) A brother or sister of tile father or mother of 

(8) A sou-in-law, daughter-in-law, fatherTn-fa vl 
hrotlier-in-law, or sister-in-Iuw of the taxpayei“ ’ “lotl^er-m-law, 

(9) An individual who, for t:he taxable year nf -u 

liis principal place of abode the home of tlie taxuaver 

of the taxpayer’s household, or taxpajei and is a member 

(10) An indivUlual who — 
of tlt^axpayMr*"^^'"'^ 

(B) For the’taxahle year of the taxpayer receives institutional care 
reciuired by reason of a physical or mental clisabilitv ^ 

(0) Before receiving such institutional care, was a member of the 
same iiousehold as the taxpayer. memnei or tne 

(b) llUIilOS ItELXTIKG TO (iKNEItAU DEFINITION. For 

section — 

(1) The terms “brother” and “sister’^ 
the half blood. 


purposes of this 

include a brother or sister by 

(2) In determining: wliether any of the relationshios snecified in sub- 
section (a) or paragraph (1) <>f this subseclion existe d 
blood iiiclividual shall be treated as a child of such individual by 

(3 ) I he term “depemleut does not include any individual who is not 
a citis^.eu of the United htates unless such individual is a resident of the 
United States, of a country contiguous to the United States of the Oanal 
Aone, 01' ot the Republic o,l. Uaiiurna. The preceding sentence shall not 
exclude iioiu the definition of d<^pendent” any child of the taxpayer born 
to him, 01 legally adopted by him, in the Philippine Islands before Janu- 
ary 1, 1950, if tlie cluKl is a resident of the Republic of the Phil to 
and it tlie taxpayer was a nieiuher of the Armed Forces of the United 
states at, the time the child was horn to him or legally adopted by him. 

(4) A payment to a wife whicdi is includible in the gross income of 
the wife under section 71 or (582 shall not be treated as a payment by 
her husband foi.’ the support of any dependent. 

(c) Mtji/ripiji] SurPOKT AuuER^irjN'rs. — For purposes of subsection (a), 
over half of the support of an individual for a calendar year shall be treated 
as received from tlie taxpayer if — 

(1) No one person contributed over half of such support; 

(2) Over half of such support was received from persons each of 
whom, but for the fact that he did not contribute over half of such sup- 
port,, would have been entitled to claim such individual as a depiendeiit 
for a taxable year beginning in .such calendar year; 

(3) taxpayer contributed over 10 percent of such support; and 

(4) Fach person described in paragraph (2) (other than the tax- 
payer) who eontriliiitecl over 10 ptirceiit of such support files a written 
d(Hdaration (in such manner and form as the Secretary or his delegate 
may by re.gulations prescribe) that he will not claim such individual as 
a dependent for any taxalde year liegiiming in such calendar year. 

(d) SrnciAL Summarr Tkst in Cask of STUDENTs.—For purpo.ses of 
subsection (a), in tlie case of any individual who is™ 

(1) A son, stepson, (laughter, or stepdaughter of the taxpayer (within 
the meaning of this section), and 

(2) A. student 

(within the meaning of section 151(e) (4) ), 
amounts recidved as scholarships .for study at an educational institution 
(as tlelined in section 151(e) (4) ) hIiuU not be taken into account in deter- 
mining whether such iucUvidual received more than half of his support 
from tlxe taxpa,yer. 


[See. 152 iiB amended by sec. 2, P.L, aas (84l:h Cong.)]. 

§ 1.152-1 Geisteral Definition- of a^Dependekt. — (a)(1) For 
piirx)oses of: the income taxes imposed on individuals by the Internal 
E.e venue Code of 1954, the temi ^hiependent” means any individual 
described in paragraphs (1) through (10) of section 162(a) over 
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half of whose support, for the calendar year in which the taxable 
year of the taxpayer begins, was received from the taxpayer. 

(2) (i) For purposes of determining whether or not an individual 
received, for a given calendar year, over half of his support from the 
taxpayer, there shall be taken into account the amount of support 
received from the taxpayer as compared to the entire amount of 
support which the inelividual received from all sources, including 
support which the individual himself supplied. The term “sup- 
port” includes food, shelter, clothing, medical and dental care, edu- 
cation, and the like. Generally, these items of support are measured 
in terms of the amount of expense incurred by the one furnishing 
such items. However, if the item of support furnished an individual 
(either by himself or others) is in the form of goods, services, or 
other benefits, it will be necessary to measure the amount of such 
items of support in terms of its fair market value. 

(ii) In computing the amount which is contributed for the support 
of an individual, there must be included any amount which is con- 
tributed by such individual for his own support, including income 
which is ordinarily excludable from gross income, such as benefits 
received under the Social Security Act. For example, a father re- 
ceives $800 social security benefits, $400 interest, and $1,000 from his 
son during 1955, all of wdiich sums represent his sole support during 
that year. The fact that the social security benefits of $800 are not 
includible in the father’s gross income does not prevent such an 
amount from entering into the computation of the total amount con- 
tributed for the father’s support. Consequently, since the son’s 
contribution of $1,000 was less than one-half of the father’s support 
($2,200) he may not claim his father as a dependent. 

(b) Section 152(a) (9) applies to any individual (other than an 
individual who at any time during the taxable year was the spouse, 
determined without regard to section 153, of the taxpayer) who lives 
with the taxpayer and is a member of the taxpayer’s household dur- 
ing the entire taxable year of the taxpayer. An individual is not a 
member of the taxpayer’s household if at any time during the taxable 
year of the taxipayer the relationship between such individual and 
the taxpayer is in violation of local law. It is not necessary under 
section 152(a) (9) that the dependent be related to the taxpayer. 
For example, foster children and children awaiting adoption may 
qualify as dependents. It is necessary, however, that the taxpayer 
both maintain and occupy the householct The taxpayer and depend- 
ent will be considered as occupying the household for such entire tax- 
able year notwithstanding temporary absences from the household 
due to special circumstances. A nonpermanent failure to occupy the 
common abode by reason of illness, education, or vacation shall be 
considered temporary absence due to special circumstances. The fact 
that the dependent dies during the year shall not deprive the tax- 
payer of the deduction if the dependent lived in the household for 
the entire part of the year preceding his death. Likewise, the period 
during the taxable year preceding the birth of an individual shall 
not prevent such individual from ^[ualifying as a dependent under 
section 152(a) (9). Moreover, a child who actually becomes a mem- 
ber of the taxpayer’s household during the taxable year shall not 
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be prevented from being considered a member of such household for 
the entire taxable year, if the child is required to remain in a hospital 
for a period following its birth, and if such child would otherwise 
have been a member of the taxpayer’s household during such period. 

(c) In the case of a child of the taxpayer who is under 19 or who 
is a student, the taxpayer may claim the dependency exemption for 
such child provided he has furnished more than one-half of the sup- 
port of such child for the calendar year in which the taxable year 
of the taxpayer begins, even though the income of the child for 
such calendar year may be $600 or more. In such a case, there may 
be two exemptions claimed for the child: One on the parent’s (or 
stepparent’s) return, and one on the child’s return. In determining 
whether the taxpayer does in fact furnish more than one-lialf of the 
support of an individual who is a child, as defined in paragraph (a) 
of § 1.151-0, of the taxpayer and wdio is a student, as defined in para- 
graph (b) of § 1.151-3, a special rule regarding scholarships applies, 
ximounts received as scholarships, as defined in paragraph (a) of 
§ 1.117-3, for study at an educational institution shall not be con- 
sidered in determining whether the taxpayer furnishes more than 
one-half the support of such individual. For example, A has a child 
who receives a $1,000 scholarship to the X college for one year. A 
contributes $500, which constitutes the balance of the chiid’s sup- 
port for that year. A may claim the child as a dependent, as the 
$1,000 scholarship is not counted in determining the support of the 
child. F or purposes of this paragraph, amounts received for tuition 
payments and allowances by a veteran under the provisions of the 
Servicemen’s Readjustment Act of 1944 or the Veterans’ Readjust- 
ment Assistance Act of 1952 are not amounts received as scholar- 
ships. See also § 1.117—4. For definition of the terms ‘‘^child”, 
‘^student”, and “educational institution”, as used in this paragraph, 
see § 1.151-3. 

§ 1.152-2 Rules Relating to General Definition of DnimND- 
ENT. — (a) To qualify as a dependent an individual must be a citizen 
or resident of the United States or be a resident of the Canal Zone, 
the Republic of Panama, Canada, or Mexico at some time during 
the calendar year in which the taxable year of the taxpayer begins. 
A resident of the Republic of the Philippines who was born to or 
legally adopted by the taxpayer in the Philippine Islands before Jan- 
uary 1, 1956, at a time when the taxpayer was a member of the Armed 
Forces of the United States, may also be claimed as a dependent if 
such resident otherwise qualifies as a dependent. For definition of 
“Armed Forces of the United States”, see section 7701(a) (15). 

(b) A payment to a wife which is includible in her gross income 
under section 71 or section 682 shall not be considered a payment by 
her husband for the support of any dependent. 

(c) A legally adopted child of an individual shall be treated as 
a child of such individual by blood. 

(d) In the case of a joint return it is not necessary that the pre- 
scribed relationship exist between the person claimed as a dependent 
and the spouse who furnishes the support ; it is sufficient if the pre- 
scribed relationship exists with resjoect to either spouse. Thus, a 
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husband and wife making a joint return may claim as a dependent 
a daughter of the wife’s brother (wife’s niece) even though the hus- 
band is the one who furnishes the chief support. The relationship 
of affinity once existing will not terminate by divorce or the death 
of a spouse. For example, a widower may continue to claim his de- 
ceased wife’s father (his father-in-law) as a dependent provicled he 
meets the other requirements of section 151. 

§ 1.152-3 Multiple Support Agreements. — (a) Section 152(c) 
provides that a taxpayer shall be treated as having contributed over 
half of the support of an individual for the calendar year (in cases 
where two or more taxpayers contributed to the support of such 
individual) if — 

(1) No one person contributed over half of the individual’s 
support, 

(2) Each member of the group which collectively contributed 
more than half of the support of the individual ivould have been 
entitled to the dependency exemption but for the fact that he did 
not contribute more than one-half of such support, 

(3) The member of the group claiming the dependency exemp- 
tion contributed more than 10 percent of the individual’s support, 
and 

(4) Each other person in the group who contributed more than 
10 percent of such support files a written declaration that he will 
not claim the dependency exemption for such individual for any 
taxable year beginning in such calendar year. 

(b) Application of the rule contained in paragraph (a) of this 
section may be illustrated by the following examines : 

Example (i). Brothers A, B,_C, and D contributed the entire 
suppoi’t of their mother in 1956 in the following percentages: A, 
30 pei’cent; B, 20 percent; C, 29 percent; and D, 21 percent. Any 
one of the brothers, except for the fact that he did not contribute 
more than half of her support, would have been entitled to claim his 
mother as a dependent. Consequently, any one of the brothers could 
claim a deduction for the exemption of the mother provided a written 
declaration (as provided in paragraph (c) of this section) from each 
of the other brothers is attachecl to his income tax return. Even 
though A and D together contributed more than one-half the sup- 
port of the mother. A, if he wdshed to claim his mother as a depend- 
ent, would be required to attach written declarations from B, C, and 
D to his income tax return, since each of those three contributed more 
than 10 percent of the support and, but for the support requirement, 
would have been entitled to claim the dependency exemption. 

Example {2 ) . E, an individual who resides wuth his son, received 
$1,500 during the calendar year 1956, which constituted his entire 
support for that year. The source of the $1,500 was as follows : 

Percent- 
Amount age of 


Source received total 

Social Security $375 25 

N, an unrelated neighbor 105 11 

B, a brother 210 14 

D, a daughter 150 10 

S, a son 600 40 


Total received by E $1,500 100 
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Bj D, and S are persons each of whom, but for the fact that he did 
not contribute more than half of the $1,500, could claim E as a de- 
pendent for a taxable year beginning in 1956. The three together 
contributed $060, or 64 percent of the $1,500, and, thus, each is a 
member of the group to be considered for the purpose of section 
152 (c) . B and S are the only members of such group who can meet 
all the requirements of section 152 (c) and either one could claim E 
as a dependent for his taxable year beginning in 1956 provided he 
attached to his income tax return a written declaration (as provided 
in paragraph (c) of this section) signed by the other, and furnished 
the other information required by the return with respect to all the 
contributions to E. Inasmuch as D did not contribute more than 
10 percent of E’s support, she is not entitled to claim E as a depend- 
ent for a taxable year beginning in 1956 nor is she required to file a 
written declaration with respect to her contributions to E. hT con- 
tributed over 10 percent of the sut)port of E in 1956 but, since he is 
an unrelated neighbor, he does not qualify as a member of the group 
for the purpose of the multiple support agreement under section 
152(c). 

(c) The member of a group of contributors who claims the de- 
pendency deduction for an individual under the multiple support 
agreement provisions of section 152(c) must attach to his income tax 
return for the year of the deduction a written declaration from each 
of the other persons who contributed more than 10 percent of the 
support of such individual and who, but for the failure to contribute 
more than half of the support of the individual, would have been 
entitled to claim the dependency exemption. The written declara- 
tion required by this paragraph may be made on Form 2120, which 
contains a statement of the fact of contribution and a waiver of the 
claim for dependency exemption. Any declaration made other than 
on Form 2120 shall conform to the substance of Form 2120. The 
taxpayer claiming the exemption should be prepared to furnish 
other information, when required, which will substantiate his right 
to claim such exemption. Such information may include a statement 
showing the names of all contributors (whether or not members of 
the group described in section 152(c)) and the amount contributed 
by each to the supiDort of the claimed dependent. 

§ 1.153 Statutory Provision's; Determinationt of Marital 
Status. 

SBC. 153. DETERMINATION OF MARITAL STATUS. 

For purposes of this part — 

(1) The determination of whether an individual is married shall be 
made as of the close of his taxable year ; except that if his spouse dies 
during his taxable year such determination shall be made as of the time 
of such death; and 

(2) An. individual legally separated from his spouse under a decree 
of divorce or of separate maintenance shall not be considered as married. 

§ 1.153-1 Determination of Marital Status. — For the purpose 
of determining the right of an individual to claim an exemption for 
his spouse under section 151 (b) , the determination of whether such 
individual is married shall be made as of the close of his taxable year, 
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unless Ills spouse dies during such year, in which case the determina- 
tion shall be made as of the time of such death. An individual legally 
separated from his spouse under decree of divorce or separate mainte- 
nance shall not be considered as married. The provisions of this 
section may be illustrated by the following examples: 

Example (i) . A, who files his returns on the basis of a calendar 
year, married B on December 31, 1956, B, who had never previously 
married, had no gross income for the calendar year 1956 nor was 
she the dependent of another taxpayer for such year. A may claim 
an exemption for B for 1956. 

Example (^) . C and his wufe, D, were married in 1940. They re- 
mained married until July 1956 at which time D was granted a 
decree of divorce. C, who files his income tax returns on a calendar 
year basis, cannot claim an exemption for D on his 1956 return as 
C and D were not married on the last day of C’s taxable year. Had 
D died instead of being divorced, C could have claimed an exemption 
for D for 1956 as their marital status would have been determinecl 
as of the date of D’s death. 

§ 1.154 Statutory Provisions; Cross References. 

SEC. 154. CROSS REFERENCES. 

(1) For definitions of “husband” and “wife”, as used in section 
152(b) (4), see section 7701(a) (17). 

(2) For deductions of estates and trusts, in lieu of the exemptions 
under section 151, see section 642(b). 

(3) For exemptions of nonresident aliens, see section 878(d). 

(4) For exemptions of citizens deriving income mainly from sources 
within possessions of the United States, see section 031 (e). 

ITEMIZED DEDUCTIONS FOR INDIVIDUALS AND CORPORATIONS 

§ 1.163 Statutory Provisions ; Itemized Deductions for Individ- 
uals AND Corporations ; Interest. 

SEC. 163. INTEREST. ' 

(a) General Rule. — There shall be allowed as a deduction all interest 
paid or accrued within the taxable year on indebtedness. 

(b) Installment Purchases Where Interest Charge Is Not Sepa- 
rately Stated. — 

(1) General rule. — If personal property is purchased under a con- 
tract — 

(A) which provides that payment of part or all of the purchase 
price is to be made in installments, and 

(B) in which carrying charges are separately stated but the inter- 
est charge cannot he ascertained, 

then the payments made during the taxable year under the contract 
shall be treated for purposes of this section as if they included interest 
equal to 6 percent of the average unpaid balance under the contract 
during the taxable year, For purposes of the preceding sentence, the 
average unpaid balance is the sum of the unpaid balance outstanding on 
the first day of each month beginning during the taxable year, divided 
by 12. 

(2) Limitation. — In the case of any contract to which paragraph (1) 
applies, the amount treated as interest for any taxable year shall not 
exceed the aggregate carrying charges which are properly attributable 
to such taxable year. 

(c) Cross References. — 

(1) For disallowance of certain amounts paid in connection with 
insurance, endowment, or annuity contracts, see section 204. 
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(2) For disallowance of deduction for interest relating to tax-exempt 
income, see section 265 (2). 

(3) For disallowance of deduction for carrying charges chargeable 
to capital account, see section 266. 

(4j For disallowance of interest with respect to transactions between 
related taxpayers, see section 267. 

§ 1.1G3-1 Interest Deduction in General. — (a) Except as other- 
wise provided in sections 2GI— 267, inclusive, interest paid or accrued 
within the taxable year on indebtedness shall be allowed as a deduc- 
tion in computing taxable income. 

(b) Interest paid by the taxiiayer on a mortgage upon real estate 
of wdiich he is the legal or equitable owner, even though the taxpayer 
is not directly liable upon the bond or note secured by sucli mortgage, 
may be deducted as interest on his indebtedness. Payments of Mary- 
land or Pennsylvania ground rents are deductible as interest if the 
ground rent is redeemable, but are treated as rent if the ground rent 
is irredeemable and in such case are deductible only to the extent they 
constitute a proper business expense. 

(c) Interest calculated for costkeeping or other purposes on account 
of capital or surplus invested in the business which does not represent 
a charge arising under an interest-bearing obligation, is not an allow- 
able deduction from gross income. Interest paid by a corporation 
on scrip dividends is an allowable deduction. So-called interest on 
preferred stock, which is in reality a dividend thereon, cannot be 
deducted in computing taxable income. (See, however, section 583.) 
In the case of banks and loan or trust companies, interest paid within 
the year on deposits, such as interest paid on moneys received for 
investment and secured by interest-bearing certificates of indebtedness 
issued by such bank or loan or trust company, may be deducted from 
gross income. 

§ 1.163-2 Installment Purchases Where Interest Chx\rge Is 
Not SefaRxVtely Stated. — (a) In general . — ^Whenever there is a con- 
tract for the purchase of personal property providing for payment of 
part or all of the purchase price in installments and there is a seq)- 
arately stated carrying charge (including a finance charge, service 
charge, and the like) but the actual interest charge cannot be ascer- 
tained, a portion of the payments made during the taxable year under 
the contract shall be treated as interest and is deductible under section 
163 and this section. Section 163(b) contains a formula, described 
in paragraph (b) of this section, in accordance with which the amount 
of interest deductible in the taxable year must be computed. This 
formula is designed to operate automatically in the case of any install- 
ment purchase, without regard to whether payments under the con- 
tract are made when due or are in default. For applicable limitations 
wdien an obligation to pay is terminated, see paragraph (c) of this 
section. 

(b) Computation . — ^The portion of any such payments to be treated 
as interest shall be equal to 6 percent of the average unpaid balance 
under the contract during the taxable year. For purposes of this com- 
putation, the average unpaid balance under the contract is the sum 
of the unpaid balance outstanding on the first day of each month, 
beginning during the taxable year, divided by 12. 
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(c) Limitations , — The amount treated as interest under section 
163(b) and this section for any taxable year shall not exceed the 
amount of the payments made under the contract during the taxable 
year nor the aggregate carrying charges properly attributable to each 
contract for such taxable year. In computing the amount to be treated 
as interest if the obligation to pay is terminated as, for example, in the 
case of a repossession of the property, the unpaid balance on the first 
day of the month during which the obligation is terminated shall be 
zero. 

(d) Illustrations , — The provisions of this section may be illustrated 
by the following examples : 

Example (i) . On January 20, 1955, A purchased a television set 
for $400, including a stated carrying charge of $25. The down pay- 
ment was $50, and the balance was paid in 14 monthly installments of 
$25 each, on the 20th day of each month commencing with February. 
Assuming that A is a cash method, calendar year taxpayer and that 
no other installment purchases were made, the amount to be treated 
as interest in 1955 is $12.38, computed as follows : 


YEAR 1055 


First day of: 
January . . 
February . 
March .... 

xipril 

May 

June 

July 

August . . . 
September 
October . . . 
November . 
December . 


Unpaid VnlancG 
outstanding 



350 

325 

300 

275 

250 

225 

!!!!!* 2m 

175 

150 

325 

300 


$2,475 

Sum of unpaid balances $2,475-^12=$206.25 ; 

6% thereof =$3.2.38 

Example (^). On Noveniber 20, 1955, B purchased a furniture set 
for $1,250, including a stated carrying charge of $48. The down 
payment was $50 and the balance was payable in 12 monthly in- 
stallments of $100 each, on the first day of each month commencing 
with December 1955. Assume that B is a cash method, calendar year 
taxpayer and that no other installment purchases were made. As- 
sume further that B made tlie first payment wlien due, but made only 
one other payment on June 1, 1956. The amount to be treated as 
interest in 1955 is $4, and the amount to be treated as interest in 1956 
is $33, computed as follows : 

YEAR 1955 


First (lay of: 
December . 


Unpaid balance 
outstanding 

$1200 

Sum of unpaid balances $1200-^'12=$100 
6%thereof=$C 

Carrying charges attributable to 1955=$4 
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YEAB 1966 


First day of: 

January • • 
February . 

March 

April 

May 

June 

July 

August , . . 
September 
October . . . 
November . 


Unpaid balance 
outstanding 

.$1100 

1000 

900 

SOO 

700 

000 

500 

400 

300 

200 

100 


$6000 

Sum of unpaid balances $6600 -h 12=$550 
6% thereof =$33 

Carrying charges attributable to 1956=$44 ($4X11). 


Exmnjyle {3), Assume the same facts as in example (2), except 
that the furniture was rejiossessed and B’s obligation to pay ter- 
minated as of July 15, 1956, The amount to be treated as interest in 
1955 is $4, computed as in example (2) above. The amount to be 
treated as interest in 1956 is $25.50, computed as follows : 


YEAR 1956 


First day of: 

January 

February 

March 

April 

May 

June 

July-November 


Unpaid haJanee 
outstanding 

$1100 

lOOO 

900 

800 

700 

600 

- 0 - 


$5100 

Sum of unpaid balances $5100-^-12=$425 
6% thereof=$25.50 

Carrying charges attributable to 1956=$44 ($4X11). 

(e) Effective date— The provisions of section 163 are effective for 
taxable years beginning after December 31, 1953, and ending after 
August 16, 1954. The rule provided in section 163(b) and this section 
applies to payments made during such taxable years regardless of 
when the contract of sale was made. 

§ 1.164 Statijtoky Provisions ; Itemized Dedtjctions for Individ- 
XJALS AND Corporations ; Taxes. 

SEC. 164. TAXES. 

(a) Genesau Rule, — Except as otherwise provided in this section, there 
shall be allowed as a deduction taxes paid or accrued within the taxable 
year. 

(b) Deduction Denied in Case of Certain Taxes.— No deduction shall 
be allowed for the following taxes : 

(1) Federal income taxes, including — 

(A) the tax imposed by section 3101 (relating to the tax on em- 
ployees under the Federal Insurance Contributions Act) ; 

(B) the taxes imposed by sections 3201 and 3211 (relating to the 
taxes on railroad employees and railroad employee representatives) ; 
and 
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(0) the tax withheld at source on wages under section 3402, and 
corresponding provisions of prior revenue laws. 

(2) Federal war profits and excess profits taxes. 

(3) Federal import duties, and Federal excise and stamp taxes (not 
described in paragraph (1), (2), (4), or (5) ) ; but this paragraph shall 
not prevent such duties and taxes from being deducted under section 162 
(relating to trade or business expenses) or section 212 (relating to 
expenses for the production of income). 

(4) Estate, inheritance, legacy, succession, and gift taxes. 

(5) Taxes assessed against local benefits of a kind tending to increase 
the value of the property assessed ; but this paragraph shall not prevent — 

(A) the deduction of so much of such taxes as is i)roperly allocable 
to maintenance or interest charges ; or 

(B) the deduction of taxes levied by a special taxing district if — 

(i) the district covers the whole of at least one county ; 

(ii) at least 1,000 persons are subject to the taxes levied by the 
district ; and 

(iii) the district levies its assessments annually at a uniform 
rate on the same assessed value of real property, including im- 
provements, as is used for purposes of the real property tax generally. 

(6) Income, war profits, and excess profits taxes imposed l)y the au- 
thority of any foreign country or possession of the United States, if the 
taxiDayer chooses to take to any extent the benefits of section 901 (relating 
to the foreign tax credit). 

(7) Taxes on real property, to the extent that subsection (d) requires 
such taxes to be treated as imposed on another taxpayer. 

(c) Certain Retail Sales Taxes and Gasoline IAxes. — 

(1) Geneilvl iiULE. — In the case of any State or local sales tax, if the 
amount of the tax is separately stated, then, to the extent that the amount 
so stated is paid by tlie consumer (otherwise than in connection with the 
consumer’s trade or business) to his seller, such amount shall be alkwved 
as a deduction to tlie consumer as if it constituted a tax imposed on, and 
paid by, such consumer. 

(2) Definition. — For purposes of paragraph (1), the term “State or 
local sales tax” means a tax imposed by a State, a Territory, a possession 
of the United States, or a political subdivision of any of the foregoing, or 
by the District of Columbia, which tax— 

(A) is imposed on persons engaged in selling tangible personal 
property at retail (or on persons selling gasoline or other motor vehicle 
fuels at wholesale or retail) and is a stated sum per unit of proptudy 
sold or is measured either by the gross sales price or by the gi'oss 
receipts from the sale ; or 

(B) is imposed on persons engaged in furnishing services at retail 
and is measured by the gross receipts for furnishing such services. 

(d) Appoktionment of Taxes on Real PnoPEiiTY Between Seller and 

Purchaser. — , ^ , 

(1) General rule. — For purposes ot subsection (a), if real property 
is sold during any real property tax year, then— 

(A) so much of the real property tax as is properly allocable to 
that part of such year which ends on the day before the date of the 
sale shall be treated as a tax imposed on the seller, and 

(B) so much of such tax as is properly allocable to that part of 
such year which begins on the date of the sale shall be treated as a 
tax imposed on the xaircliaser. 

(2) Special rumqs. — 

(A) in the case of any sale of real property, if— 

(i) a taxpayer may not, by reason of his method of accounting, 
deduct any amount for taxes unless paid, and 

(ii) the other party to the sale is (under the law imposing the 
real property tax) liable for the real property tax for the real prop- 
erty tax year, 

then for purposes of subsection (a) the taxpayer shall be treated as 
having paid, on the date of the sale, so much of such tax as, under 
paragraiih (1) of this subsection, is treated as imposed on the tax- 
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payer. For purposes of the preceding sentence, if neither party is 
liable for the tax, then the party holding the property at the time the 
tax becomes a lien on the property shall be considered liable for the 
real property tax for the real property tax year. 

(B) paragraph (1) shall apply to taxable years ending after 
December 31, 1953, but only in the case of sales after December 31, 
1953. 

(C) paragraph (1) shall not apply to any real property tax, to the 
extent that such tax was allowable as a deduction under the Internal 
Revenue Code of 1939 to the seller for a taxable year which ended 
before January 1, 1954. 

(D) in the case of any sale of real property, if the taxpayer’s tax- 
able income for the taxable year during which the sale occurs is com- 
puted under an accrual method of accounting, and if no election under 
section 461 (c) (relating to the accrual of real property taxes) applies, 
then, for purposes of subsection (a), that portion of such tax which — 

(i) is treated, under paragraph (1) of this subsection, as im- 
posed on the taxpayer, and 

(ii) may not, by reason of the taxpayer’s method of accounting, 
be deducted by the taxpayer for any taxable year, 

shall be treated as having accrued on the date of the sale. 

(e) Taxes of Shareholder Paid by Corporation. — Where a corporation 
pays a tax imposed on a shareholder on his interest as a shareholder, and 
where the shareholder does not reimburse the corporation, then — 

(1) the deduction allowed by subsection (a) shall be allowed to the 
corporation ; and 

(2) no deduction shall be allowed the shareholder for such tax. 

(f ) Cross Reference. — For provisions disallowing any deduction for the 
payment of the tax imposed by subchapter B of chapter 3 (relating to tax- 
free covenant bonds) see section 1451 (f). 

§ 1.164-1 Deduction for Taxes. — Except as otherwise jirovicled 
in this section and in §§ 1.164-2 to 1.164-7, inclusive, taxes imposed 
by the United States, any State, Territory, possession of the United 
States, or a political subdivision of any of the foregoing, or by any 
foreign country, are deductible from gross income for the taxable year 
in which paid or accrued, according to the method of accounting used 
in computing taxable income. See section 461 for the general rule 
for taxable year of deduction. Amounts paid to States or Territories 
under secured-debts laws in order to render securities tax-exempt are 
deductible. Automobile license fees are ordinarily taxes. Postage 
is not a tax. In general, taxes are deductible only by the person 
upon whom they are imposed. See section 164(d) and § 1.164-6 for 
apportionment of taxes on real property between seller and purchaser. 
For provisions disallowing any deduction for the tax paid at the 
source on interest from tax-free covenant bonds, see section 1451(f). 

§ 1.164-2 Deduction Denied in Case of Certain Taxes. — 
This section and §§ 1.164-3 and 1.164-4 describe certain taxes for 
which no deduction is allowed or with respect to which the allowance 
of the deduction is subject to certain conditions. No deduction is al- 
lowed for: 

(a) Federal income taxes, including the taxes imposed by section 
3101, relating to the tax on employees under the Federal Insurance 
Contributions Act; sections 3201 and 3211, relating to the taxes on 
railroad employees and railroad employee representatives; section 
3402, relating to the tax withheld at source on wages; and by cor-* 
responding provisions of prior internal revenue laws. 

(b) Federal war profits and excess profits taxes including those 
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imposed by Title II of the Revenue Act of 1917, Title III of the 
Revemie Act of 1918, Title lll of the Revenue Act of 1921, section 
216 of the National Industrial Recovery Act, section 702 of the Reve- 

D of chapter 1 of the Internal Revenue 
subchapter E of chapter 2 of the Internal Revenue 

Code ot 19e]0. 


(c) Estate, inheritance, legacy, succession, and gift taxes. 

(d) Income, war profits, and excess profits taxes imposed bv the 
aiitliority ot any foreign country or possession of the United States, if 
the taxpayer chooses to take to any extent the benefits of section 9(31 
relating to the credit for taxes of foreign countries and of possessions 
of the United States. 


(e) Taxes on real property, to the extent that section 164 (d) and 
§ 1.164-6 require such taxes to be treated as imposed on another 
taxpayer. 


§ 1.164—3 Ficderaij UtrriES and Excise Taxes. — No deduction is 
allowed under section 164 for Federal import or tariff duties, business, 
license, privilege, excise, and stamp taxes (not described in para- 
graphs (a), (b), or (c) of § 1.164—2, or § 1.164—4), paid or accrued 
within the taxable year. The fact that any such tax is not deductible 
as a tax under section 164 does not prevent (a) its deduction under 
section 162 or section 212, provided it represents an ordinary and 
necessary expense paid- or incurred during the taxable year by a cor- 
poration or an individual in the conduct of any trade or business or, 
ill the case of an individual, for the production or collection of in- 
come, for the management, conservation, or maintenance of property 
held for the lu-oductioii of income, or in connection with the determi- 
nation, collection, or refund of any tax, or (b) its being taken into 
account during the taxable year by a corporation or an individual as 
a part of the cost of acquiring or producing property in the trade 
or business or, in the case of an individual, as a part of the cost of 
property held for the iiroduction of income with respect to which it 
relates. 

§ 1.1 64-4 Taxes fou Local Benefits. — ( a) Except as provided in 
pa'ragrapli (b) of this section, so-called taxes, more properly assess- 
ments, paid for local benefits, such as street, sidewalk, and other like 
improvements, imposed because of and measured by some benefit 
inuring directly to the property against which the assessment is 
levied do not constitute an alloivable deduction from gross income. A 
tax is considered assessed against local benefits when the property 
subject to the tax is limited to property benefited. Special assess- 
ments ai-e not deductible, even though an incidental benefit may inure 
to the jiublic welfai-e. The real property taxes deductible are those 
levied for the general public welfare by the proper taxing authorities 
at a like rate against all property in the territory over which such 
authorities have jurisdiction. Assessments under the statutes of 
California relating to irrigation, and of Iowa relating to drainage, 
and under certain statutes of Tennessee relating to levees, are limited 
to property benefited, and if the assessments are so limited, the 
amounts paid thereunder are not deductible as taxes. For treatment 
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of assessments for local benefits as adjustments to the basis of property 
see section 1016(a) (1) and the regulations thereunder. 

(b) (1) Insofar as assessments against local benefits are made for 
the purpose of maintenance or repair or for the purpose of meeting 
interest charges with respect to such benefits, they are deductible. 
In such cases the burden is on the taxpayer to show the allocation of 
the amounts assessed to the different purposes. If the allocation can- 
not be made, none of the amount so paid is deductible. 

(2) Taxes levied by a special taxing district are deductible if the 
district covers the whole of at least one county, if at least 1,000 i)er- 
sons are subject to the taxes levied by the district, and if the district 
levies its assessments annually at a uniform rate on the same assessed 
value of real property, including improvements, as is used for pur- 
poses of the real property tax generally. 

§ 1.164-5 CerTxIin EETxiiL Sales Taxes and Gasoline Taxes. — 
(a) Any amount representing a State or local sales tax paid by a con- 
sumer of services or tangible personal property is deductible by such 
consumer as a tax, provided it is separately stated and not paid in con- 
nection with his trade or business. The fact that, under the law unloos- 
ing it, the incidence of the State or local sales tax does not fall on the 
consumer is innnaterial. The requirement of section 164(c) (1) that 
the amount of the tax must be separately stated will be deemed com- 
plied with where it clearly appears that at the time of sale to the con- 
sumer, the tax was added to the sales price and collected or charged as 
a separate item. It is not necessary, for the purpose of this section, 
that the consumer be furnished with a sales slip, bill, invoice, or 
other statement on which the tax is separately stated. Where the law 
imposing the State or local sales tax for which the taxpayer seeks a 
deduction contains a prohibition against the seller absorbing the tax, 
or a provision requiring a posted notice stating that the tax will be 
added to the quoted price, or a requirement that the tax be separately 
shown in advertisements or separately stated on all bills and invoices, 
it is jiresumed that the amount of the State or local sales tax wuas 
separately stated at the time paid by the consumer; except that such 
presumption shall have no application to a gasoline tax imposed upon 
a wholesaler unless such provisions of law apply with respect to both 
the sale at wholesale and the sale at retail. 

(b) As used in this section the term “State or local sales tax” means 
a tax imposed by a State, a Territory, a possession of the United 
States, or a political subdivision of any of the foregoing, or by the 
District of Columbia upon persons engaged in selling tangible per- 
sonal property at retail, or on persons selling gasoline or other motor 
vehicle fuels at wholesale or retail, which is a stated sum per unit of 
such property sold or which is measured by the gross sales price or 
the gross receipts from the sale. The term also includes a tax imposed 
by such authoi'ities upon persons engaged in furnishing services at 
retail, which is measured by the gross receipts for furnishing such 
services. 

(c) In general, the term “consumer” means the ultimate user or 
purchaser; it does not include a purchaser, such as a retailer, who 
acquires the property for resale. 
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§ 1.164-6 Apportionment op Taxes on Eeal Property Between 
Seller and Purchaser. — (a) Scope. — ^When real property is sold, sec- 
tion 164 (cl) (1) governs the deduction by the seller and the purchaser 
of current real property taxes. Section 164 (d)(1) performs two func- 
tions: (1) It provides a method by which a portion of the taxes for 
the real property tax year in which the property is sold may be de- 
ductecl by the seller and a portion by the purchaser; and (2) it limits 
the deduction of the seller and the purchaser to the portion of the taxes 
corresponding to the part of the real property tax year during which 
each v.as the owner of the property. These functions are accom- 
plished by treating a portion of the taxes for the real property tax 
year in which the property is sold as imposed on the seller and a por- 
tion as imposed on the purchaser. To the extent that the taxes are 
treated as imposed on the seller and the purchaser, each shall be al- 
lowed a deduction, under section 164(a), in the taxable year such tax 
is paicl or accrued, or treated as paid or accrued under section 164 
(d) (2) (A) or (D) and this section. No deduction is allowed for taxes 
on real iiroperty to the extent that they are imposed on another tax- 
payer, or are treated as imposed on another taxpayer under section 
164(d). For the election to accrue real property taxes ratably see 
section 461(c) and the regulations thereunder. 

(b) Application of rule of appurt/onincnt. — (1) (i) For purposes 
of the deduction provided by section 164(a), if real property is sold 
during any real property tax year, the portion of the real property 
tax properly allocable to that part of the real property tax year which 
ends on the day before the date of the sale sliall be treated as a tax 
imposed on the seller, and the portion of such tax properly allocable to 
that part of such real proiierty tax year which begins on the date of 
the sale shall be treated as a tax imposed on the purchaser. For 
definition of “real property tax year’’ see paragraph (c) of this sec- 
tion. This rule shall apply whether or not the seller and the purchaser 
apportion such tax. The rule of apportionment contained in section 
164(d)(1) applies even though the same real property is sold more 
than once during the real property tax year, (bee paragraph (d) (5) 
of this section for rule requiring inclusion in gross income of excess 
deductions.) 

(ii) Where the real property tax becomes a personal liability or a 
lieu before the beginning of the real property tax year to which it 
relates and the real property is sold subscxiuent to the time the tax 
becomes a personal liability or a lien but prior to the beginning of the 
related real property tax year — 

(a) The seller may not deduct any amount for real property 
taxes for the related real property tax year, and 

(&) To the extent that he holds the property for such real 
property tax year, the purchaser may deduct the amount of such 
taxes for the taxable year they are paid (or amounts representing 
such taxes are paid to the seller, mortgagee, trustee or other per- 
son having an interest in the property as security) or accrued by 
him according to his method of accounting. 

(iii) Similarly, where the real property tax becomes a personal 
liability or a lien after the end of the real property tax year to which 
it relates and the real property is sold prior to the time the tax be- 

§ 1.164-6(b)(l) 



98 

comes a personal liability or a lien but after the end of the related 
real property tax year — 

\a) The purchaser may not deduct any amount for real property 
taxes for the related real property tax year, and 

(b) To the extent that he holds the property for such real prop- 
erty tax year, the seller may deduct the amount of such taxes for 
the taxable year they are paid (or amounts representing such taxes 
are paid to the purchaser, mortgagee, trustee, or other person having 
an interest in the property as security) or accrued by him according 
to his method of accounting. 

(iv) Where the real property is sold (or purchased) during the re- 
lated real property tax year the real property taxes for such year are 
apportioned between the parties to such sale and may be deducted by 
such parties in accordance with the provisions of paragraph (d) of 
this section. 

(2) Section 164(d) does not apply to delinquent real property taxes 
for any real property tax year prior to the real property tax year 
in which the property is sold. 

(3) The provisions of this paragraph may be illustrated by the 
following examples : 

Example (1 ) . The real property tax year in County E is April 1 
to March 31. A, the owner on April 1, 1954, of real property located 
in County R sells the real property to B on June 30, 1954. B owns 
the real property from June 30, 1954, through March 31, 1955. The 
real property tax for the real property tax year April 1, 1954—Marcli 
31, 1955 is $365. For purposes of section 164(a) , $90 (90/365 X $365, 
April 1, 1954-June 29, 1954) of the real property tax is treated as 
imposed on A, the seller, and $275 (275/365 X$365, June 30, 1954— 
March 31, 1955) of such real property tax is treated as imposed oii 
B, the purchaser. 

Example (^). In County S the real property tax year is the 
calendar year. The real property tax becomes a lien on June 1 and 
is payable on July 1 of the current real property tax year, but there 
is no personal liability for such tax. On April 30, 1955, C, the owner 
of real property in County S on January 1, 1955, sells the real prop- 
erty to D. On July 1, 1955, D pays the 1955 real property tax. On 
August 31, 1955, D sells the same real property to E. C, D, and 
E use the cash receipts and disbursements method of accounting. 
Under the provisions of section 164(d)(1), 119/365 (January 1— 
April 29, 1955) of the real property tax payable on July 1, 1955, for 
the 1955 real jproperty tax year is treated as imposed on C, and, 
under the provisions of section 164(d)(2)(A), such portion is 
treated as having been paid by him on the date of sale. Under the 
provisions of section 164(d)(1), 123/365 (April 30-Augiist 30, 
1955) of the real property tax paid July 1, 1955, for the 1955 real 
property tax year is treated as imposed on D and may be deducted 
by him. Under the provisions of section 164(d)(1), 123/365 
(August 31-December 31, 1955) of the real property tax due and 
paid on July 1, 1955, for the 1955 real property tax year is treated 
as imposed on E and, under the provisions of section 164(d) (2) (A) 
such portion is treated as having been paid by him on the date 
of sale. 
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E xample (S) . In State X the real property tax year is the calen- 
dar year. The real property tax becomes a lien on November 1 of 
the preceding calendar year. On November 15, 1955, F sells real 
property in State X to G. G owns the real property through De- 
cember 31, 1956. Under section 16i(d) (1), the real property tax 
(which became a lien on November 1, 1954) for the 1955 real prop- 
erty tax year is apportioned between F and G. No part of the real 
property tax for the 1956 real property tax year may be deducted 
by F. The entire real property tax for the 1956 real property tax 
year may be deducted by G when paid or accrued, depending upon 
the method of accounting used by him. See subparagraph (6) of 
paragraph (d) and section 461(c) and the regulations thereunder. 

(c) Eeal property tax year.— As, used in section 164(d), the term 
“real property tax year” refers to the period which, under the law 
imposing the tax, is regarded as the period to which the tax im- 
posed relates. Where the State and one or more local Governmental 
units each imposes a tax on real property, the real jiroperty tax year 
for each tax must be determined for purposes of applying the rule 
of apportionment of section 164(d) (1) to each tax. The time when 
the tax rate is determined, the time when the assessment is made, 
the time when the tax becomes a lien, or the time when the tax be- 
comes due or delinquent does not necessarily determine the real prop- 
erty tax year. The real property tax year may or may not correspond 
to the fiscal year of the governmental unit imposing the tax. In each 
case the State or local law determines what constitutes the real prop- 
erty tax year. Although the seller and the purchaser may or may not 
make an allocation of real property taxes, the meaning of “real prop- 
erty tax year” in section 164(d) and the application of section 164(d) 
do not depend upon what real property taxes were allocated or the 
method of allocation used by the parties. 

(d) Special rules . — (1) Seller using cash receipts and disburse- 
ments method of accounting . — Under the provisions of section 164(d) , 
if the seller by reason of his method of accounting may not decluct 
any amount for taxes unless paid, and — 

(i) The purchaser (under the law imposing the real property 
tax) is liable for the real property tax for the real property tax 
year, or 

(ii) The seller (under the law im_posing the real property tax) 
is liable for the real property tax for the real property tax year 
and the tax is not payable until after the date of sale, 

then the portion of the tax treated under section 164(d) (1) as im- 
posed upon the seller (whether or not actually paid % him in the 
taxable year in which the sale occurs) shall be considered as having 
been paid by him in such taxable year. Such portion may be de- 
ducted by him for the taxable year in which the sale occurs, or, if at 
a later time, for the taxable year (which would be proper under the 
taxpayer’s method of accounting) in which the tax is actually paid, 
or an amount representing such tax is paid to the purchaser, mort- 
gagee, trustee, or other person having an interest in the property as 
security. 

(2) Purchasers using the cash receipts and disbursements method 
of accounting . — Under the provisions of section 164(d), if the pur- 
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chaser by reason of his method of accounting may not deduct any 
amount for taxes unless paid and the seller (under the law imposing 
the real property tax) is liable for the real property tax for the real 
projperty tax year, the portion of the tax treated under section 
164(d) (1) as imposed upon the purchaser (whether or not actually 
paid by him in the taxable year in which the sale occurs) shall be 
considered as having been paid by him in such taxable year.^ Such 
portion may be deducted by him for the taxable year in which the 
sale occurs, or, if at a later time, for the taxable year (whichywould 
be proper under the taxpayer’s method of accounting) in which the 
tax is actually paid, or an amount representing such tax is paid to 
the seller, mortgagee, trustee, or other person having an interest in 
the property as security. 

(3) Persons considered liohle for tax . — Where the tax is not a lia- 
bility of any person, the person who holds the property at the time 
the tax becomes a lien on the property shall be considered liable for 
the tax. As to a particular sale, in determining : 

(i) "Wliether the other party to the sale is liable for the tax or, 

(ii) The person who holds the property at the time the tax be- 
comes a lien on the property (where the tax is not a liability of 
any person) , 

iDrior or subsequent sales of the property during the real property tax 
year shall be disregarded. 

(4) Examples . — The provisions of subparagraphs (1), (2), and (3) 
of this paragraph may be illustrated as follows : 

Example (i). In County X the real property tax year is the 
calendar year. The real property tax is a personal liability of the 
owner of the real property on June 30 of the current real property 
tax year, but is not payable until February 28 of the following real 
property tax year. A, the owner of real property in County X on 
January 1, 1955, uses the cash receipts and disbursements method of 
accounting. On May 30, 1955, A sells the real property to B, who 
also uses the cash receipts and disbursements method of accounting. 
B retains ownership of the real property for the balance of the 1955 
calendar year. Under the imo visions of section 164(d) (1) , 149/365 
(January 1-May 29, 1955) of the real property tax payable on Feb- 
ruary 28, 1956, for the 1955 real property tax year is treated as 
imposed on A, the seller, and under the provisions of section 
164(d) (2) (A) such portion is treated as having been paid by him 
on the date of sale and may be deducted by him for his taxable year 
in which the sale occurs (whether or not such portion is actually paid 
by him in that year) or for his taxable year in which the tax is 
actually paid or an amount representing such tax is paid. Under the 
provisions of section 164(d)(1), 216/365 (May 30-December 31, 
1955) of the real property tax payable on February 28, 1956, for the 
1955 real property tax year is treated as imposed on B, the purchaser, 
and may be deducted by him for his taxable year in which the tax 
is actually paid, or an amount representing such tax is paid. 

Example {2 ) . In County Y, the real property tax year is the cal- 
endar year. The real property tax becomes a lien on January 1, 1955, 
and is payable on April 30, 1955. There is no personal liability for 
the real property tax imposed by County Y. On April 30, 1955, 0 
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the owner of real property in County Y on January 1, 1955, pays the 
real property tax for the 1955 real property tax year. On May 1, 
1955, C sells the real property to D. On September 1, 1955, D sells 
the real property to E. C, D, and E use the cash receipts and dis- 
bursements method of accounting. Under the provisions of section 
164(d) (1) , 120/365 (January 1— April 30, 1955) of the real property 
tax is treated as imposed upon C and may be deducted by him for his 
taxable year in which the sale occurs (whether or not such portion is 
actually paid by him in that year) or for his taxable year in which 
the tax is actually paid. Under section 164(d) ( 1) , 123/365 (May 1- 
August 31, 1955) of the real property tax is treated as imposed upon 
D, and under the provisions of section 164(d) (2) (A) is treated as 
having been paid by him on May 1, 1955, and may be deducted by D 
for his taxable year in which the sale from C to him occurs (whether 
or not such portion is actually paid by him in that year) , or for 
his taxable year in which an amount representing such tax is paid. 
Since, according to paragraph (d) (3) of this section, the prior sale 
by C to D is disregarded, under the provisions of section 164(d) (1) , 
122/365 (September l-December 31, 1955) of the real property tax 
is treated as imposed on E, and under the provisions of section 
164(d) (2) (A) is treated as having been paid by him on September 
1, 1955, and may be deducted by E for his taxable year in which the 
sale from D to him occurs (whether or not such portion is actually 
paid by him in that year) , or for his taxable year in which an amount 
representing such tax is paid. 

Exainjyle {3). In County X the real property tax year is the cal- 
endar year and the real property taxes are assessed and become a lien 
on June 30 of the current real property tax year, but are not payable 
until September 1 of that year. There is no personal liability for the 
real property tax imposed by County X. A, the owner on January 
1, 1955, of real property in County oi, uses the cash receipts and dis- 
bursements method of accounting. On July 15, 1955, A sells the real 
property to B. Under the provisions of section 164(d) (1) , 195/365 
(January 1-July 14, 1955) of the real property tax payable on Sep- 
tember 1, 1955, for the 1955 real property tax year is treated as im- 
posed on A, and may be deducted by him for his taxable year in 
which the sale occurs (whether or not such portion is actually paid 
by him in that year) or for his taxable year in which the tax is 
actually paid or an aanount representing such tax is paid. Under 
the provisions of section 164(d) (1) , 170/365 (July 15-December 31, 
1955) of the real property tax is treated as imposed on B and may 
be deducted by him for his taxable year in which the sale occurs 
(whether or not such portion is actually paid by him in that year) , 
or for his taxable year in which the tax is actually i)aid or an amount 
representing such tax is paid. 

(5) Treatment of excess deduction . — for a taxable year prior to 
die taxable year of sale of real property, a taxpayer has deducted an 
imoiint for real property tax in excess of the portion of such real 
property tax treated as imposed on him under the provisions of section 
164(d) , the excess of the amount deducted over the portion treated as 
imposed on him shall be included in his gross income for the taxable 
year of the sale, subject to the provisions of section 111, relating to the 
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recovery of bad debts, prior taxes, and delinquency amounts. The 
provisions of this subparagraph may be illustrated as follows : 

Example (i). In Borough Y the real property tax is due and 
payable on November 30 for the succeeding calendar year, which is 
also the real property tax year. On Novenaber 30, 1954, taxpayer A, 
who reports his income on a calendar year under the cash receipts 
and disbursements method of accounting, pays the real property tax 
on real property owuied by him in Borough Y for the 1955 real prop- 
erty tax year. On June 30, 1955, A sells the real property. Under 
the provisions of section 164(d), only 180/365 (January 1— June 29, 
1955) of the real property tax for the 1955 real property tax year is 
treated as imposed on A, and the excess of the amount of real prop- 
erty tax for 1955 deducted by A, on his 1954 income tax return, over 
the 180/365 portion of such tax treated as imposed on him under 
section 164(d) , must be included in gross income in A’s 1955 income 
tax return, subject to the provisions of section 111. 

Exampile {2 ) . In County Z the real property tax year is the cal- 
endar year. The real property tax becomes a personal liability of 
the owner of real property on J anuary 1 of the current real property 
tax year, and is payable on July 1 of the current real property tax 
year. On May 1, 1^5, A, the owner of real property in County Z on 
January 1, 1955, sells the real property to B. On November 1, 1955, 
B sells the same real property to C. B uses the cash receipts and 
disbursements method of accounting and reports his income on the 
basis of a fiscal year ending July 31. B, on July 1, 1955, pays the 
entire real property tax for the real property tax year ending De- 
cember 31, 1955. Under the provisions of section 164(d), only 
184/365 (May 1-October 31, 1955) of the real property tax for the 
1955 real property tax year is treated as imposed on B, and the excess 
of the amount of real property tax for 1955 deducted by B on his 
income tax return for the fiscal year ending July 31, 1955, over the 
184/365 portion of such tax treated as imposed on him under section 
164(d), must be included in gross income in B’s income tax return 
for his fiscal year ending July 31, 1956, subject to the provisions 
of section 111. 

(6) Persom using an accrual method of accounting , — Where real 
property is sold and the seller or the purchaser computes his taxable 
income (for the taxable year during which the sale occurs) on an 
accrual method of accounting, then, if the seller or the i)urchaser 
has not made the election provided in section 461(c) (relating to the 
accrual of real property taxes), the portion of any real property tax 
which is treated as imposed on him and wdaich may not be deducted 
by Mm for any taxable year by reason of his method of accounting 
shall be treated as having accrued on the date of sale. The provisions 
of this subparagraph may be illustrated as follows : 

Example, In County X the real property tax becomes a lien on 
property and is assessed on November 30 for the current calendar 
year, which is also the real property tax year. There is no personal 
liabilit^^ for the real property tax imposed by County X. A owns, 
on January 1, 1955, real property in County X. A uses an accrual 
method of accounting and has not made any election under section 
461(c) to accrue ratably real property taxes. A sells real property 
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on June 30, 1955. By reason of A’s method of accounting, he could 
not deduct any part of the real property tax for 1955 on the real 
property since he sold the real property prior to November 30, 1955, 
the accrual date. ^ Under section 164:(d) (1), 180/365 (January 1- 
June 29, 1955) of the real property tax for the 1955 real property 
tax year is treated as imposed on A, and under section 164:(d) (2) (D) 
that portion is treated as having accrued on June 30, 1955, and may 
be deducted by^A for his taxable year in which such date falls. B, 
the purchaser from A, who uses an accrual method of accoimting, 
has likewise not made an election under section 461 (c) to accrue real 
property taxes ratably. Under section 164(d) (1), 185/365 of the 
real property taxes may be accrued by B on Noveml3er 30, 1955, and 
deducted for his taxable year in which such date falls. 

(7) Cross references . — For determination of amount realized on a 
sale of real property, see section 1001(b) and the regulations there- 
under. For determination of basis of real proi^erty acquired by 
purchase, see section 1012 and the regulations thereunder. 

(8) Effective dates . — Section 164(d) applies to taxable years end- 
ing after December 31, 1953, but only in the case of sales made after 
December 31, 1953. However, section 164(d) does not apply to any 
real property tax to the extent that such tax was allowable as a de- 
duction under the Internal Eevenue Code of 1939 to the seller for 
any taxable year which ended before January 1, 1954. 

§ 1.164-7 Taxes oe Shareholders Paid by Corporation.— Banks 
and otlier corporations paying taxes assessed against their share- 
holders on account of their ownership of the shares of stock issued by 
such corporations without reimbursement from such shareholders may 
deduct the amount of taxes so paid. In such cases no deduction shall 
be allowed to the shareholders for such taxes. The amount so paid 
should not be included in the gross income of the shareholder. 

§ 1.171 STATUTOiiY Provisions ; Itemized Deductions eor Individ- 
uals AND Corporations ; Amortizable Bond Premium. 


SEC. ITl. AMORTIZABLE BOND PREMIUM. 

( a ) General R ule.— In the case of any bond, as defined in subsection ( d ) , 
the following rules shall apply to the amortizable bond premium (deter- 
mined under 'subsection (b) ) on the bond: 

(1) Interest wholly or partially taxable. — In the case of a bona 
(other than a bond the interest on which is excludable from gross in- 
come ) , the amount of the amortizable bond premium for the taxable yeai 

shall be allowed as a deduction. ^ x-u • 4 .^ 

(2) Interest wholly tax-exempt. — In the case of any bond the mtei- 
est on which is excludable from gross income, no deduction shall be 
allowed for the amortizable bond premium for the taxable year. 

(3) Adjustment of credit or deduction foe interest partially 

TAX-EXKMPT.— the case of any bond the interest on which 
is fiUowable as a credit under section 35, the amount which would 
otherwise be taken into account in computing such credit shall be 
reduced by the amount of the amortizable bond premium for the tax- 

OOEPOEATIONS.— In the case of any bond tte interest on which 
IQ oUnwoble as a deduction under section 242, such deduction shall he 
redS b/the Amount of the amortizable bond premium for the tax- 

able year. 
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(4) Ososs REFERENCE. — ^PoF adjustment to basis on account of amor- 
tizable bond premium, see section 1016(a) (5). 

(b) xlMORTIZABLE BOND PREMIUM. (1) AMOUNT OF BOND PREMIUM. — 

For purposes of paragraph (2), the amount of bond premium, in the case 
of the holder of any bond, shall be determined — 

(A) with reference to the amount of the basis (for determining 
loss on sale or exchange) of such bond, 

(B) with reference to the amount payable on maturity or on earlier 
call date (but in the case of bonds described in subsection (c) (1) (B) 
issued after January 22, 1951, and acquired after January 22, 1954, 
only if such earlier call date is a date more than 3 years after the date 
of such issue), and 

(G) with adjustments proper to reflect unamortized bonds jire- 
mium, with respect to the bond, for the period before the date as of 
ivhich subsection (a) becomes applicable with respect to the taxpayer 
with respect to such bond. 

In no case shall the amount of bond premium on a convertible bond 
include any amount attributable to the conversion features of the bond. 

(2) Amount amortizable. — The amortizable bond premium of the 
taxable year shall be the amount of the bond premium attributable to 
such year. In the case of a bond described in subsection (c) (1) (B) 
issued after January 22, 1951, and acquired after January 22, 1954, which 
has a call date not more than 3 years after the date of such issue, the 
amount of bond premium attributable to the taxable year in which the 
bond is called shall include an amount equal to the excess of the amount 
of the adjusted basis (for determining loss on sale or exchange) of such 
bond as of the beginning of the taxable year over the amount received 
on redemption of the bond or (if greater) the amount payable on 
maturity. 

(3) Method of determination. — The determinations required under 
paragraphs (1) and (2) shall be made — 

(A) in accordance with the method of amortizing bond premium 
regularly employed by the holder of the bond, if such method is 
reasonable ; 

(B) in all other cases, in accordance with regulations prescribing 
reasonable methods of amortizing bond premium prescribed by the 
Secretary or his delegate. 

(c) Election as to Taxable and Partially Taxable Bonds. — 

(1) Eligibility to elect; bonds with respect to which election 
permitted. — This section shall apply with respect to the following classes 
of taxpayers with respect to the following classes of bonds only if the 
taxpayer has elected to have this section apply : 

(A) Partially tax-exempt. — In the case of a taxpayer other than 
a corporation, bonds with respect to the interest on which the credit 
provided in section 35 is allowable ; and 

(B) Wholly taxable. — In the case of any taxpayer, bonds the 
interest on which is not excludable from gross income but with respect 
to \vhich the credit pi'ovided in section 35, or the deduction provided 
in section 242, is not allowable. 

(2) Manner and effect of election. — The election authorized under 
this subsection shall be made in accordance with such regulations as the 
Secretary or his delegate shall prescribe. If such election is made with 
respect to any bond (described in paragraph (1)) of the taxpayer, it 
shall also apply to all such bonds held by the taxpayer at the beginning 
of the first taxable year to which the election applies and to all such 
bonds thereafter acquired by him and shall be binding for all subsequent 
taxable years with respect to all such bonds of the taxpayer, unless, on 
3-PPlication by the taxpayer, the Secretary or his delegate permits him, 
subject to such conditions as the Secretary or his delegate deems neces- 
sary, to revoke such election. In the case of bonds held by common trust 
fund, as defined in section 584 (a), or by a foreign personal holding com- 
pany, as defined in section 552, the election authorized under this sub- 
section shall be exercisable with respect to such bonds only by the common 
trust fund or foreign personal holding company. In case of bonds held 
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by an estate or trust, tlie election authorized under this subsection shall 
be exercisable with respect to such bonds only by the fiduciary. 

(d) Bond Defined. — For purposes of this section, the term “bond” means 
any bond, debenture, note, or certificate or other evidence of indebtedness, 
issued by any corporation and bearing interest (including any like obliga- 
tion issued by a government or political subdivision tbeivofi, but does not 
inclucle any such obligation which constitutes stock in trade of the taxpayer 
or any such obligation of a kind which would properly be included in the 
inventory of the taxpayer if on band at the close of the taxable year, or any 
such obligation held by the taxpayer primarily for sale to customers in the 
ordinary course of his trade or business. 

(e) Dealers in Tax-Exempt Securities. — For special rules applicable, 
in the case of dealers in securities, with respect to premium attribntalde to 
certain wholly tax-exempt securities, see section 75. 

§ 1.171-1 Amortizable Bond Premium. — (a) In general, — Under 
section 171, bond premium is amortizable by tlie owner of the bond 
(as defined in § 1.171-4) in accordance with subparagraph (1) or 

(2) of this paragraph as follows: 

(1) Amortization of bond f)remiiini is mandatory with respect to — 

(1) Fully tax-exempt bonds (the interest on which is excludable 
from gross income) , whether the owner is a corporation, individual, 
or other taxpayer ; and 

(ii) Partially tax-exempt bonds owuied by a corporation. 

(2) Amortization of bond premium is optional, at the election of 
the taxpayer, with resj)ect to — 

(1) Fully taxable bonds, whether the owner is a corporation, indi- 
vidual, or other taxpayer; and 

(ii) Partially tax-exempt bonds owned by taxpayers other than 
corporations. 

(b) Operation, — (1) In the case of a fully tax-exempt bond, the 
amortizable bond premium for the taxable year is simply an adjust- 
ment to the basis or adjusted basis of the bond. Thus, if such pre- 
mium is $1, the basis or adjusted basis of the bond is reduced by $1. 
No deduction is allowable on account of such amortizable bond 
premium. See paragraph (b) (2) of § 1.171-2 for treatment of bonds 
with alternative call dates. 

(2) In the case of a fully taxable bond to which section 17 1 is 
applicable, the amortizable bond premium is applied both as an ad- 
justment to the basis or adjusted basis of the bond and as a deduction 
in computing taxable income. For the disallowance of a deduction 
in certain cases, see paragraiih (a)(3) of § 1.171-2. 

(3) In the case of a partially tax-exempt bond, the amortizable 
bond premium for the taxable year is used for the following 
purposes : 

(i) As an adjustment to the basis or adjusted basis of the bond; 

(ii) As a deduction in computing taxable income; 

(iii) In the case of individuals, estates, or trusts, as a reduction 
of the amount which would otherwise be taken into account in com- 
puting the credit against the tax provided under section 35 ; or 

(iv) In the case of corporations, as a reduction of the amount 
allowed under section 242 as a deduction in computing taxable income. 

(4) The application of the pi'ovisions of subparagraph (3) of this 
paragraph relating to a partially tax-exempt bond may be illustrated 
by the following example : 
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Exam pie. In the case of an individual who has elected to amortize 
the premium on a partially tax-exempt bond, if the interest on such 
bond with an adjusted basis of $1,024 is $30 for the taxable year, and 
riie amortizable bond premium thereon is $4 for the taxable year, 
then the $30 is included in_ gross income, the $4 is allowable as a 
deduction, the adjusted basis of $1,024 is reduced by $4 to $1,020, 
and a credit amounting to $.78 (3% of $30 minus $4) is allowed 
against the tax for such taxable year. In the case of a corporation, 
which is required to amortize the premium on such bond, no credit 
is allowed against the tax, but the deduction under section 242 on 
account of the interest is $26 ($30 minus $4). 
f .5) In the ease where no specific deduction is permitted under sec- 
tion 171 (a) for amortization of bond premium as such, because the 
tax is computed for the taxpayer under section 3 by use of the optional 
tax tables, or because the taxpayer elects under section 144 to take the 
standard deduction, jt shall be deemed, if the taxpayer has elected to 
amortize bond premium in accordance with the provisions of section 
171. that the deduction for amortization of bond premium has been 
allowed for the purpose of determining the adjusted basis of the bond. 

(c) Bonds owned by decedents. — (1) Decedents using cash receipts 
and disbursements method of accounting. — (i) Where a decedent who 
used the cash receipts and disbursements method of accounting owned 
fully taxable bonds to which section 171 applies — 
t a) The interest accruing thereon during the period ending with 
his death is, by reason of section 691, included upon its receipt in the 
gross income of the estate or legatee, whichever acquires the right to 
receive such interest, and 

{b) The amount of amortizable bond premium properly allowable 

for such period is a deduction for such period to the decedent and is 
not allowable as a deduction to the estate or legatee. 

(ii) Wiere a decedent who used the cash receipts and disburse- 
ments method of accounting owned partially tax-exempt bonds to 
w.meh section 171 applies — 

\a) The interest accruing thereon during the period ending with 
ii.b (.team is. by reason of section 691, included upon its receipt in the 
gioss incoiiie of the estate or legatee, ‘whichever acquires the rieiit to 
receive such interest, and 


? ^ ^ amount of the amortizable bond premium properly allow- 
I Die mr such period is a deduction for such period to the decedent, 
vs 111 the ease of a fully taxable bond, and 
to The amount of the amortizable bond premium shall not be ap- 
pned to reduce the estate’s or legatee’s credit or deduction for sudi 
Liuerest tor such period. 

i 2 ) The provisions of subparagraph ( 1 ) (ii) of this 

rSSowlnf^^^^^^ 4 Vustrated 

™ ^ owned a partially 

nmo- the period begin- 

on September 30, 

Sd SemSTrt 8^ bond m $25 and the amortizable 

D'c l-ecntn^if ifCi ® the right to receive such interest. 

- .-.ecutor, in making the income tax return for D’s last taxable 
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year (January 1 to September 30, 1956), may take into account a 
deduction of $2 on account of the amortizable bond premium for 
such year. D’s estate includes the $25 interest in its gross income 
upon receipt and, for purposes of the income tax, receiTes a credit 
uiider section 35 of $.75 (3% of $25) . In computing such credit, the 
$25 interest is not reduced on account of the amortizable bond 
premium which was a deduction allowable for the last taxable year 
of the decedent. 

(3) Decedents using an accrual method of accounting . — a 
decedent using an accrual method of accounting owned fully taxable 
bonds and partially tax-exempt bonds to which section 171 applies — 

(1) In the case of fully taxable bonds, both the interest accruing 
thereon during the period ending with his death and the deduction 
on account of the amortizable bond premium for such period are taken 
into account in computing the taxable income of the decedent; and 

(ii) 111 the case of partially tax-exempt bonds, the rule as to the 
accrued interest and the amortization deduction is the same as in sub- 
division (i) of this subparagraph, and the amount which would other- 
wise be taken into account in computing the decedent’s credit against 
tax for such interest is required to be reduced by the amount of the 
amortizable bond premium for the j)eriod ending with the decedent’s 
death. 

§ 1.171-2 Determixatiox of Bond Premium. — (a) In general . — 
(1) Except as otherwise provided in this section, bond premium on 
any bond to which section 171 applies is the excess of the aniount of 
the basis (for determining loss on sale or exchange under section 1011) 
of the bond over the amount payable at maturity or, in the case of a 
callable bond, the earlier call date. For determination of applicable 
call date, see paragraph (b) of this section. 

(2) (i) In the case of wholly taxable bonds described in section 
171(c)(1)(B) issued after January 22, 1951, and acquired after 
January 22, 1954, the earlier call date may be used in computing the 
bond premium only if such earlier call date is a date more than 3 
years after the date of original issue. The preceding sentence does 
not aj)ply to: {a) Bonds issued after January 22, 1951, and acquired 
before January 23, 1954 (for this purpose the date of acquisition shall 
be considered the date such bonds were ordered under a firm com- 
mitment to buy and not the date the bonds were delivered to the 
taxpayer) ; or (&) bonds issued before January 23, 1951, and acquired 
at any time. For determining whether an eiudier call date is a date 
more than 3 years after the date of original issue, consideration will 
be given to the terms under which the bond is issued. Where a bond 
described in the first sentence of this subdivision is subject to a call 
date which falls within 3 years of the date of original issue, the 
amount of amortizable bond premium may be computed only with 
respect to the amount payable at maturity, regardless of when such 
bond was acquired by the taxpayer. 

(ii) The application of the provisions of subdivision (i) of this 
subparagraph may be illustrated by the following example : 

Example. Assume that the taxpayer acquired at the date of issue 
a $100 bond for $112, callable at any time thereafter upon 30 days’ 

§ 1 . 71 - 2 (a)( 2 ) 



108 


notice. Tlie bond was issued on January 1, 1956. The premium of 
$12 attributable to such bond may be amortized only with reference 
to the maturity date of the bond. Similarly, assume that in 1957 
the taxpayer acquired a $100, 20~year bond for $115. The bond was 
issued on January 1, 1954, and was callable 2 years after the date of 
issuance or, if not then called, 10 years after the date of issuance. 
The premium of $15 attributable to such bond may be amortized 
only with reference to the maturity date of the bond. 

(iii) In the case of a wholly taxable bond described in section 
171(c) (1) (B) issued after January 22, 1951, and acquired after Jan- 
uary 22, 1954, which has a call date not more than 3 years after the 
date of such issue, the amount of the bond premium attributable to the 
taxable year in which the bond is called shall include an amount 
equal to the excess of the amount of the adjusted basis (for deter- 
mining loss on sale or exchange) of such bond as of the beginning of 
the taxable year over the amount received on redemption of the bond 
or (if greater) the amount payable on maturity. For adjustments 
proper to reflect unamortized bond premium for the period before the 
date as of which section 171 becomes applicable to the bond in the 
hands of the taxpayer, see subparagraph (4) of this paragraph. For 
example, if a fully taxable bond, issuect on January 1, 1954, and 
acquired by the taxpayer on January 1, 1955, at a price of $109, 
matures in 10 years from the date of issue (9 years from the date of 
acquisition) but is callable at $105 on 30 days’ notice, section 171(b) 
(1) (B) requires that the bond be amortized to maturity, that is, at 
the rate of $1 per year. If the bond is called on December 31, 1956, 
for $105, then $3, the excess of the adjusted basis of $108 ($109 less 
$1 deducted in 1955) over the amount received on redemption, $105, 
may be deducted for the year 1956. 

(3) Whether the purchase and immediate transfer of callable bonds 
occurs in such a manner as to make the entire transaction not bona 
fide, and hence the deductions for amortization for bond premium not 
allowable, will depend on all the facts and circumstances. 

(4) If the date as of which the basis of the bond \vas established 
precedes the first taxable year with respect to which section 171 ap- 
plies to the bond, proper adjustments shall be made to reflect un- 
amortized bond premium on such bond for the period including the 
holding period (as determined under section 1223) before the date as 
of which section I7l first becomes applicable to the bond in the hands 
of the taxpayer. Such adjustment is required whether an election 
was made under section 125 of the Internal Eevenue Code of 1939 
or under section 171 and applies to all bonds to which section l7l is 
applicable. 

(5) The rule relating to adjustments set forth in subparagraph 
(4) of this paragraph may be illustrated by the following examples : 

Example {1 ) . On January 1, 1956, T, who makes his income tax 
returns on the calendar year basis, owns a fully taxable $100 bond, 
maturing on January 1, 1966. T purchased this bond on January 1, 
1946, for $120. T elects to have section 171 apply to such bond for 
p57 and subsequent taxable years. In determining the amount of 
bond premium to be amortized over the remaining 9 years of the life 
of the bond, T is required, but solely for such purpose, to treat the 
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bond as if lie liad amortized the bond premium thereon during tlie 
prior 11 years, and to make the proper adjustment in the original 
bond premium. Accordingly, T would treat $11 as having been am- 
ortized during the first 11 years and would be required to amortize 
the remaining $9 over the following 9 years. When the bond is re- 
deemed on Januai'y 1, 1966, for $100, only the $9 attributable to the 
last 9 years wdll actually have been amortized, and the basis of the 
bond will have been reduced only by that amount. The $11 attrib- 
utable to the first 11 years will have been treated as an adjustment 
to the original bond premium but will not have been amortized nor 
will the basis of the bond have been reduced by that amount. Con- 
sequently, T wdll have a capital loss in the year of redemption on 
account of the $11 attributable to the period January 1, 194:6, to 
January 1, 1957. 

Example (^). On January 1, 1956, X’s father gave him a fully 
taxable $100 bond maturing on January 1, 1966. X^s father had 
p)urchased the bond on January 1, 1946, for $120. The fair market 
value of the bond at the time of the gift was $127. X makes his 
income tax returns on the calendar year basis and elects to amortize 
the bond premium on the bond during the period 1956-1966. Under 
section 1015, the cost of the bond to X’s father constitutes the basis 
of the bond in X’s hands for determining loss, since such cost is 
lower than the fair market value of the bond at the time of the gift, 
and, under section 1223, X’s holding period is deemed to include the 
10 years during which his father held the bond. X is required to 
treat the bond as if the bond premium thereon had been amortized 
during his father’s holding period. Thus, X is required to amortize 
$10 over the j^eriod January 1, 1956, to January 1, 1966, and in the 
year of redemption will have a capital loss on account of the $10 
attributable to his father’s holding period. 

Example {3 ) . Y, who makes his income tax returns on the calen- 
dar year basis, owns a fully tax-exempt $100 bond maturing on 
January 1, 1961. He purchased this bond on January 1, 1941, for 
$120. On December 31, 1954, Y sells the bond for $108 and realizes 
a gain of $1, computed as follows: 


(i) Total bond premium ($120 — $100) $20 

(ii) Amount of bond premium amortizable if held to maturity (total 

bond premium minus unamortized bond premium attributable to 
1941 (a year to which section 125 of the Internal Revenue Code 
of 1939 was not applicable), $20 — $1) 19 

(iii) Amount of bond premium amortized from .Tanuary 1, 1942, through 

December 31, 1954, ($1 for each such year) 13 

(iv) Adjusted basis of bond at close of 1954 ($120 — $13) 107 

(v) Gain ($108— $107) 1 


(6) Amortizable bond premium on any bond to which section 171 
applies is that part of the bond premium on the bond which is attrib- 
utable to the taxable year. 

(b) Callable bonds. — (1) For purposes of section 171, in the case 
of a callable bond, the earlier call date will be considered as the ma- 
turity date, except as provided in paragraphs (a) (2) and (3) of this 
section. The amount due on the earlier call date will be considered as 
the amount payable on maturity unless it is determined under a differ- 
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end method of amortization regularly employed by the taxpayer that 
another amount shall be the amount payable on maturity. Hence, in 
the case where a bond premium is to be amortized to the earlier call 
date, the bond premium on such bond is required to be spread over the 
period from the date as of which the basis for loss of the bond is 
established down to the earlier call date, rather than to the maturity 
date. The earlier call date may be the earliest call date specified in 
the bond as a day certain, the earliest interest payment date if the 
bond is callable at such date, the earliest date at which the bond is 
callable at par, or such other call date, prior to maturity, specified 
ill the bond as may be selected by the taxpayer. 

(2) "Wdiere a deduction for amortizable bond premium may be 
determined with respect to alternative call dates, the amount of amor- 
tizable bond premium calculated with reference to a particular call 
date must be calculated thereafter with reference to the same call date. 
However, if, upon such call date originally selected, the bond has not 
in fact been called, the bond premium then unamortized must be 
amortized to a succeeding call date or to maturity. Thus, assume a 
$100 bond is acquired at time of issue for $125. The bond is callable 
ill five years at $115 and in 10 years at $110. The taxpayer may amor- 
tize $10 of premium during the first five years and, if the bond is not 
then called, an additional $5 of premium during the next live years. 
If the bond is not called at the end of ten years, the remaining $10 
of premium must be amortized to maturity. 

(c) Con'vertihle hands. — (1) The fact that a bond is convertible 
into stock does not, in itself, prevent the application of section 171. A 
convertible bond is within the scope of such section if the option to 
convert on a date certain sj)ecified in the bond rests with the holder 
thereof. However, for the purpose of determining the amount of 
amortizable bond premium on a convertible bond for the taxable 
year, the amount of bond premium shall not include any amount 
attributable to the conversion features of the bond. For the purpose 
of the rule stated in the preceding sentence, the term “convertible 
bond” includes a bond issued with detachable stock-purchase warrants. 

(2) The value of the conversion features of a particular bond shall 
be ascertained as of the time of acquisition by reference to the as- 
sumed price at which such bond would be purchased on the open 
market if without conversion features, and by subtracting such as- 
sumed price from the cost of the bond. The assumed price of the 
bond without conversion features shall be ascertained by comparison 
to the yields on which bonds of similar character, not having con- 
version features, are sold on the oj)en market and adjusting the price 
of the bond in question to this yield. This adjustment may be made 
by the use of standard bond tables. In selecting quotations for com- 
parative purposes, bonds of the same classification and grade shall 
be used. 

(3) The application of the principles set forth in this paragraph 
may be illustrated as follows : 

Example. T purchased for $115 a $100 bond, matuifing in 10 
years, on which interest is payable semiannually at the rate of 3 per- 
cent a year. This bond is convertible into common stock at the option 
of the holder. It is found that bonds of the same character, not 
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having conversion features, were sold on the open market on or about 
the time of T’s purchase on a basis to yield 2.6 percent. By recourse 
to a standard bond table, it is founcl that the cost of a 3-perceiit, 
10-year, $100 bond to yield 2.6 percent would have been $103.50. 
Since the taxpayer paid $115 for the convertible bond, the difference 
between $115 and $103.50, or $11.50, represents the value of the 
conversion features of the bond at the time of purchase. The balance 
of $3.50 represents the bond premium subject to amortization under 
section 171. 

(4) If a convertible bond acquired on or before June 15, 1950, is 
held during the taxable year, the amortizable bond premium shall 
be computed as if the provisions for the determination of the bond 
premium without the inclusion of any amount attributable to the 
conversion features of the bond were applicable for each year for 
which the bond was held prior to such taxable year. Thus, if T, in 
the example in subparagraph (3) of this pai'agraph, had acquired 
the bond on January 1, 1949, and if T makes his income tax returns 
on the basis of the calendar year, the amortizable bond premium for 
1957 would be $0.35, determined as follows: 


Bond premium not attributable to conversion feature $3.50 

Amortizable bond premium for 1949 and 1950, determined by reference to 
bond premium not attributable to conversion feature 70 


Portion of bond premium amortizable over remaining life of bond $2.80 

Amortizable bond premium for each of the remaining 8 years, including 
the taxable year 1957 (one-eighth of $2.80) 35 


(d) Capitalized expenses , — (1) In the case of a bond to which 
section 171 otherwise applies, on which the bond premium is attribut- 
able only to capitalized expenses (such as buying commissions), if 
a taxpayer — 

( i) Regularly employs a reasonable method of amortization under 
which capitalized expenses are amortized, or 

(ii) Is required by the regulations to use the method of amorti- 
zation prescribed by i^aragraph (f ) of this section, or 

(iii) Regularly employs a reasonable method of amortization but 
does not amortize capitalized expenses, 

such taxpayer is permitted, but is not required, to amortize capitalized 
expenses in accordance with such method. 

(2) In the case of a bond to which section 171 applies and on which 
there is bond premium exclusive of capitalized expenses — 

(i) If a taxpayer regularly employs a reasonable method of amorti- 
zation under which cai^italized exi)enses are treated as being part 
of the bond premium for purposes of amortization, such capitalized 
expenses must be treated as being a part of the bond premium for the 
purposes of section 171. 

(ii) If a taxpayer is required by regulations to use the method of 
amortization prescribed by paragraph (f) of this section, he must 
treat capitalized expenses as being part of the bond premium for 
purposes of section 171. 

(iii) If a taxpayer regularly employs a method of amortization 
under which capitalized expenses are not treated as being part of tlie 
bond premium for the purposes of amortization, he is permitted, but 
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is not required, to treat such cai)italized expenses as being part of the 
bond premium for the purposes of section 171. 

(e) Taxable years in which interest not recewed or accmahle . — In 
the case of a taxpayer who makes his income tax returns on the cash 
receipts and disbursements method or one who makes his returns on 
an accrual method and who owns a bond to which section 171 applies 
and in respect of which no interest is received or accrued by the tax- 
payer during the taxable year, if the taxpayer — 

(1) Eegularly employs a reasonable method of amortization 
under which the bond premium on such bond for such taxable 
year is amortized, or 

(2) Is required by the regulations to use the method of amorti- 
zation prescribed by paragraph (f) of this section, or 

(3) Eegularly employs a reasonable method of amortization 
under which the bond premium on such bond for such taxable 
year is not amortized, 

such taxpayer is permitted, but not required, to amortize bond 
premium on the bond for such taxable year in accordance with such 
method. 

(f) Methods of amortisation , — (1) Determination of the bond 
premium and amortizable bond premium on any bond to which section 
171 applies shall be made in accordance with : 

(i) The method of amortization regularly employed by the tax- 
payer, if such method is reasonable ; or 

(ii) In all other cases, the method of amortization prescribed by 
this section. 

A method of amortization, for example, the composite method de- 
scribed in § 1.1016-9, will be deemed “regularly employed’’ by a 
taxpayer if the method w^as consistently followed in taxable years 
beginning before January 1, 1951, or if for taxable years beginning 
on or after such date a taxpayer who has never previously taken a 
deduction for amortization initiates in the first taxable year for which 
such deduction is taken a reasonable method of amortization and 
consistently follows such method thereafter. A taxpayer wdio regu- 
larly employs a method of amortization may be one, for example, 
who is subject to the jurisdiction of a State or Federal regulatory 
agency and who, for the purj)oses of such agency, amortizes the bond 
premium on his bonds in accordance with a method prescribed or 
approved by such agency. However, it is not necessary that the tax- 
payer be subject to the jurisdiction of such an agency or that the 
method be prescribed or approved by such agency. It is sufficient 
if the taxpayer regularly employs a method of amortization and if 
such method is reasonable. 

(2) The bond premium to be amortized shall be determined under 
the following method : 

(i) The amortizable bond premium on such bond attributable to 
the taxable year under paragraph (a) (6) of this section shall be an 
amount which bears the same ratio to tne bond premium on the bond 
as the number of months in the taxable year during which the bond 
was held by the taxpayer bears to the number of months from the 
beginning of the taxable year (or, if the bond was acquired in the 
taxable year, from the date of acquisition) to the date of maturity or 
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earlier call date. For the purposes of this subdivision, a fractional 
part of a month shall be disregarded unless it amounts to more than 
half of a month, in which case it shall be considered as a month. 

(ii) For purposes of subdivision (i) of this subparagraph, the 
bond premium as of any date on any bond to which section 171 ap- 
plies shall be determined in accordance with paragraph (a) of this 
section by ascertaining the excess of the amount of the basis of the 
bond, as determined under section 1011 (adjusted to date for amortiz- 
able l3ond premium under section 1016), over the amount payable at 
maturity or, in the case of a callable bond, the earlier call date (except 
as otherwise provided in siibpai'agraphs (2) and (3) of paragraph 
(a) of this section). 

(3) The application of the provisions of this paragraph relating to 
method of amortization may be illustrated by the following example : 

ExoQyiple, (i) A taxpayer, who makes calendar year returns, on 
June 20, 1955, acquires at a cost of $119 a $100 bond issued Janu- 
ary 1, 1955, maturing January 1, 1965. The amortizable bond pre- 
mium as of the last day of 1955 is computed as follows : 


Bond iireminin at date of acanisition $19 

Number of months in 1955 during which bond is held by the taxioayer. . 6 

Number of months from date of acquisition to date of maturity 114 

6 

Amortizable bond premium $19) equals 1 


(ii) The bond premium as of the close of 1955 wmuld be com- 
puted as follows : 

Bond premium at date of acquisition (or first day of taxable year) .... $19 

Amortizable bond premium for period during which bond was owned 


in 1955 1 

Bond premium as of the close of the taxable year 1955 18 


(iii) If the bond in this example were issued with a call date not 
more than 3 years after issue date, the jpremium would also be amor- 
tized to maturity as indicated above, because of the application of 
paragraph (a) (2) of this section. 

(4) For the method of amortization in the case of individual 
mortgages purchased, acquired, or originated at a premium by mutual 
savings banks, building and loan associations, and cooperative banks, 
see section 1016 and § 1.1016-9. 

§ 1,171-3 Election With Eespect to Taxable and Partially 
Taxable Bonds. — (a) In general , — In the case of a corjDoration, the 
election provided in section 171 may be made only with respect to 
fully taxable bonds. In the case of a taxiiayer other than a coiqiora- 
tion, the election provided in such section may be made with resj^ect 
to the following classes: (1) Fully taxable bonds only, or (2) ^Dar- 
tially tax-exempt bonds only, or (3) both fully taxable boncls and 
partially tax-exempt bonds. Such election shall be made by the tax- 
payer by claiming a deduction for the bond premium in his return 
for the first taxable year to which he desires the election to be applica- 
ble. No other method of making such election will be recognized. 
If the election is so made, the taxpayer should attach to his return a 
statement showing the computation of the deduction. The election 
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shall apply to all the bonds in respect of which it was made owned by 
the taxpayer at the beginning of the first taxable year to which the 
electioa applies and also to all the bonds of such class (or classes) 
theretifter acquired by him, and shall be binding for all subsequent 
taxable years. Upon application by tlie taxpayer, the Commissioner 
may permit him to revoke the election, subject to such conditions as 
tliB Commissioner deems Jiecessary. In the case of bonds owned by 
a- pai't nership, common trust fund, or foreign personal holding com*- 
pa;ny, the election sluill be exercisable by such partnership (as pro- 
vided in section 703(l)), common trust fund, or foreign personal 
holding company. 

(b) /Special rule for t/raaisitum period , — For taxable years begin- 
ning after December ol, ll)r>;b and ending after August 10, 1954, the 
elecliou io deduct amorti/aible bond p)remium applies to premiums 
on both of the following types of bonds: 

( 1) IMiose witli interest coupons or in registered form, and 

(2) Tliose w^ithoiit interest c*oiipons and not in registered form, 
iucludiug those commonly referred to as ‘^^corporate mortgages”. 

If a taxp)ayer chiiiued a deduction for amortizable bond premium 
in a return tiled for the iirst taxable year beginning after December 
Jll, ll)5b, and ending after August 16, 1954, to which the election 
uiuior section i7l is applicable to tlie taxpayer, and such deduction 
did not incliide amortizable bond premiums xor both types of bonds, 
described in siibparagra]>hs (1) and (2) of this paragraph, held by 
(he taxpayer during such taxal>le year, sucli election with respect to 
( lu^ dediictlou of timortizable boiicl premiums shall not constitute a 
valid election unless such election is perfected in accordance witli 
this paragraph in an amended return for such taxable year tiled not 
biter tluin the 9()th day ofter publication in the Federal Itegister of 
t;lie regulations under section l7l. Such amended return shall have 
attached thereto a statement showing a recomputation of the deduc- 
tion, in accordance with the i)rovisions of section 171 and this section, 
for a.iuortizable bond premium on both such types of bonds. If siicli 
election is not perfected as provided in this paragraph, no deduction 
shall be allowed for amortization of premium on any bond to which 
(lie election is applicable, whether or not with interest coupons or in 
registered form. If a return lias been filed for a subsequent taxable 
year, such. 1 ‘eturn shall be conformed to the election made with respect 
to sucli Iirst taxable year by filing an amended return for such sub- 
sequent taxable year, if necessary. 

(c) Partially tax-exem2d hands owned hy estates,^ trusts^ ‘'partner-- 
ships,^ ekL — If a trust owning partially tax-exempt bonds elects to 
amortize the bond premium tliereon under section 171, the credits of 
the trust and the credits and deductions of the beneficiaries on account 
of such interest are required to be reduced by the portion of tlie 
aniortization deduction attributable to their shares of such interest 
See section 642(a)(1). A similar rule is applicable in the case oj 
partially tax-exempt bonds owned by estates, common trust funds 
j)arl.iiert5hips, and loroign personal holding companies. 

§ 1.171-4 Definition. — (a) The term “bond”, as used in section 
171, means any bond, debenture, note, or certificate or other evidenc? 
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of indebtedness, issued by any corporation and bearing interest (in- 
cluding any like obligation issued by a government or political sub- 
division tliepof ) , but the term does not include any such obligation 
vdiich constitutes stock in trade of the taxpayer or any such obliga- 
tion of a kind, which would properly be included in the inventory of 
the taxpayer if on hand at the close of the taxable year, or any such 
obligation held by the taxpayer primarily for sale to customers in 
the ordinary course of his trade or business. This definition of a 
bond is applicable to bonds, whether or not with coiijDons or in regis- 
tered form, held or acquired in taxable years beginning after Decem- 
ber 31, 1953, and ending after August 16, 1951. 

(b) For taxable years beginning before January 1, 1954, or taxable 
years beginning after December 31, 1953, but ending on or before 
August 16, 1954, the term “bond”, as defined in paragraph (a) of this 
section, applies only to a bond, debenture, note, or certificate of other 
evidence of indebtedness with interest coupons or in registered form. 

(c) Section 171 has no application to bonds held by dealers in 
securities other than bonds held by such dealers for investment pur- 
suant to section 1236 and the regulations thereunder. See, however, 
§ 1.75-1, relating to the treatment of bond premiums in case of dealers 
ill tax-exempt securities. 

§ 1.173 Statutory Provisions; Itemized Deductions for Indi- 
viduals AND Corporations; Circulation Expenditures. 

SEC. 173. CIKCULATION EXPENDITURES. 

Notwithstanding section 203, all expenditures (other than expenditures 
for the purchase of land or depreciable property or for the acquisition of 
circulation through the i)urchase of any part of the business of another 
publisher of a newspaper, magazine, or other periodical) to establish, main- 
tain, or increase the circulation of a newspaper, magazine, or other i)eriodical 
shall be allowed as a deduction ; except that the deduction shall not be 
allowed with respect to the portion of such expenditures as, under regula- 
tions prescribed by the Secretary or his delegate, is chargeable to capital 
accoxuit if the taxpayer elects, in accordance with such regulations, to treat 
such portion as so chargeable. Such election, if made, must he for the total 
amount of such portion of the expenditures which is so chargeable to capital 
account, and shall be binding for all subsequent taxable years unless, upon 
application by the taxpayer, the Secretary or his delegate i)ermits a revoca- 
tion of such election subject to such conditions as he deems necessary. 

§ 1,173-1 Circulation Expenditures. — (a) Allmoance of deduc- 
tion , — Section 173 provides for the deduction from gross income of 
all expenditures to establish, maintain, or increase the circulation of 
a newspaper, magazine, or other periodical, subject to the following 
limitations : 

(1) No deduction shall be allowed for expenditures for the pur- 
’chase of land or depreciable property or for the acquisition of 
circulation through the purchase of any part of the business of 
another publisher of a newspaper, magazine, or other periodical; 

(2) The deduction shall be allowed only to the publislier making 
the circulation expenditures; and 

(3) The deduction shall be allowed only for the taxable year in 
which such expenditures are paid or incurred. 

Subject to the provisions of paragraph (c) of this section, the deduc- 
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tion permitted under section 173 and tliis paragraph shall he allowed 
without regard to the method of accounting used by the taxpayer 
and notwithstanding the provisions of section 263 and the regulations 
thereunder, relating to capital expenditures. 

(b) Deferred expenditures , — Notwithstanding the provisions of 
paragraph (a) (3) of this section, expenditures paid or incurred in a 
taxable year subject to the Internal fievenue Code of 1939 which are 
deferrable pursuant to I. T. 3369 [C. B. 1940-1, 46], as modified by 
Eev. Kill. 57-87 [I. R. B, 1957—10, 19], may be deducted in the taxable 
year subject to the Internal Revenue Code of 1954 to which so deferred. 

(c) Election to capitalize . — (1) A taxpayer entitled to the deduction 
for circulation expenditures provided in section 173 and paragraph (a) 
of this section may, in lieu of taking such deduction, elect to capitalize 
the portion of such circulation expenditures which is properly charge- 
able to capital account. As a general rule, expenditures normally 
made from year to year in an ettbrt to maintain circulation are not 
properly chargeable to capital account ; conversely, expenditures made 
in an effort to establish or to increase circulation are properly charge- 
able to capital account. For example, if a newspaper normally em- 
ploys five persons to obtain renewals of subscriptions by telephone, 
the expenditures in connection thereiv ith wmulcl not be properly charge- 
able to capital account. However, if such newspaper, in a special 
effort to increase its circulation, hires for a limited period 20 additional 
employees to obtain new subscriptions by means of telephone calls to 
the general public, the exj)enditures in connection therewith would 
be properly chargeable to capital account. If an election is made by 
a taxpayer to treat any portion of his circulation expenditures as 
chargeable to capital account, the election must apply to all such 
expenditures which are properly so chargeable. In such case, no 
deduction shall be allowed under section 173 for any such expenditures. 
In particular cases, the extent to which any deductions attributable to 
the amortization of capital expenditures are allowed may be deter- 
mined under sections ife, 263, and 461. 

(2) A taxpayer may make the election referred to in subparagraj)!! 
(1) of this paragraph by attaching a statement to his return for the 
first taxable year to which the election is applicable. Once an election 
is made, the taxpayer must continue in subsequent taxable years to 
charge to capital account all circulation expenditures properly so 
chargeable, unless the Commissioner, on application made to him in 
writing by the taxpayer, permits a revocation of such election for any 
subsequent taxable year or j^ears. Permission to revoke such election 
may be granted subject to such conditions as the Commissioner deems 
necessary. 

(3) Elections filed under section 23 (bb) of the Internal Revenue 
Code of 1939 shall be given the same effect as if they were filed under" 
section 173. (See section 7807 (b)(2).) 

§ 1.174 Statutory Provisions; Research and Experimeisttaii. 
Expenditures. 

SBC. 174. hesearoh and experimental expenditures. 

(a) Treatment as Expenses. — 

(1) In general. — taxpayer may treat research or experimental 
expenditures which are paid or incurred by him during the taxable year 
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in connection with his trade or business as expenses which are not charge- 
able to capital account. The expenditures so treated shall be allowed 
as a deduction. 

(2) When method may be adopted. — 

(A) Without consent. — A taxpayer may, without the consent of 
the Secretary or his delegate, adopt the method provided in this sub- 
section for his first taxable year — 

« (i) which begins after December 31, 1953, and ends after the 

date on which this title is enacted, and 

(ii) for which expenditures described in paragraph (1) are paid 

or incurred. 

(B) With consent. — A taxpayer may, with the consent of the 
Secretary or his delegate, adopt at any time the method provided in 
this subsection. 

(3) Scope. — The method adopted under this subsection shall apply to 
all expenditures described in paragraph (1). The method adopted shall 
be adhered to in computing taxable income for the taxable year and for 
all subsequent taxable years unless, with the approval of the Secretary 
or his delegate, a change to a different method is authorized with respect 
to part or all of such expenditures. 

(b) Amortization op Certain Research and Experimental Expendi- 
tures. — 

(1) In general. — At the election of the taxpayer, made in accordance 
with regulations prescribed by the Secretary or his delegate, research 
or experimental expenditures which are — 

(A) paid or incurred by the taxpayer in connection with his trade 
or business, 

(B) not treated as expenses under subsection (a), and 

(0) chargeable to capital account bnt not chargeable to property 
of a character which is subject to the allowance under section 167 
(relating to allowance for depreciation, etc.) or section Gll (relating 
to allowance for depletion), 

may be treated as deferred expenses. In computing taxable income, such 
deferred expenses shall be allowed as a deduction ratably over such period 
of not less than 60 months as may be selected by the taxpayer (beginning 
with the month in which the taxpayer first realizes benefits from such 
expenditures) . Such deferred expenses are expenditures properly charge- 
able to capital account for purposes of section 1016(a) (1) (relating to 
adjustments to basis of property). 

(2) Time for and scope of election. — The election provided by para- 
graph (1) may be made for any taxable year beginning after December 31, 
1953, bnt only if made not later than the time prescribed by law for filing 
the return for such taxable year (including extensions thereof). The 
method so elected, and the period selected by the taxpayer, shall be ad- 
hered to in computing taxable income for the taxable year for which the 
election is made and for all subsequent taxable years unless, with the 
approval of the Secretary or his delegate, a change to a different method 
(or to a different period) is authorized with respect to part or all of such 
expenditures. The election shall not apply to any expenditure paid or 
incurred during any taxable year before the taxable year for which the 
taxpayer makes the election. 

(c) Land and Other Property. — This section shall not apply to any 
expenditure for the acquisition or improvement of land, or for the acquisi- 
tion or improvement of property to be used in connection with the research 
or experimentation and of a character which is subject to the allowance 
under section 167 (relating to allowance for depreciation, etc.) or section 
611 (relating to allowance for depletion) ; but for purposes of this section 
allowances under section 167, and allowances under section 611, shall be 
considered as expenditures. 

(d) Exploration Expenditures. — This section shall not apply to any 
expenditure paid or incurred for the purpose of a^scertaining the existence, 
location, extent, or quality of any deposit of ore or other mineral (including 

oil and gas K 

(e) Cross Beperence. — For adjustments to basis of imoperty for amounts 
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allowed as deductions as deferred expenses under subsection, (b) , see section 

1016(a) (14). 

§ 1.174—1 EjESearch and Experimental Expenditures; in Gen- 
eral. — Section 174 provides two methods for treating research or ex- 
perimental expenditures paid or incurred by the taxpayer in connec- 
tion with his trade or business. These expenditures may be treated as 
expenses not chargeable to capital account and deducted in the year 
in which they are paid or incurred (see § 1 . 174 — 3)5 they may be 
deferred and amortized (see § 1.174-4). Eesearch or experimental 
expenditures which are neither treated as expenses nor deferred and 
amortized under section 174 must be charged to cajiital account. The 
expenditures to which section 174 applies may relate either to a 
general research program or to a particular project. See § 1.174—2 
for the definition of research and experimental expenditures. The 
term “paid or incurred”, as used in section 174 and in §§ 1.174-1 to 
1.174-4, inclusive, is to be construed according to the method of ac- 
counting used by the taxpayer in computing taxable income. See 
section 7701(a) (25) . 

§ 1.174-2 Definition of Research and Experimental Expendi- 
tures. — (a) 1% general, — (1) The term “research or experimental ex- 
j)enditures”, as used in section 174, means expenditures incurred in 
connection with the taxpayer’s trade or business which represent 
research and development costs in the experimental or laboratory 
sense. The term includes generally all such costs incident to the 
development of an experimental or pilot model, a plant process, a 
product, a formula, an invention, or similar property, and the im- 
j)rovement of already existing property of the tyjie mentioned. The 
term does not include expenditures such as those for the ordinary 
testing or inspection of materials or products for quality control 
or those for eificiency surveys, management studies, consumer sur- 
veys, advertising, or promotions. However, the term includes the 
costs of obtaining a patent, such as attorneys’ fees expended in mak- 
ing and perfecting a patent application. On the other hand, the 
term does not include the cost of acquiring another’s patent, model, 
production or process, nor does it include expenditures paid or in- 
curred for research in connection with literary, historical, or similar 
projects. 

(2) The provisions of this section apply not only to costs paid or 
incurred by the taxpayer for research or experimentation undertaken 
directly by him but also to expenditures paid or incurred for research, 
or experimentation carried on in his behalf by another person or 
organization (such as a research institute, foundation, engineering 
company, or similar contractor). However, any expenditures for 
research or experimentation carried on in the taxpayer’s behalf by 
another person are not expenditures to which section 174 relates, to the 
extent that they represent expenditures for the acquisition or im- 
provement of land or depreciable property, used in connection with 
the research or experimentation, to which the taxpayer acquires rights 
of ownership. 

(3) The application of subparagraph (2) of this paragraph may 

be illustrated by the following examples : ^ 
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Example (1). A engages B to undertnlra i 

mental work in order to create a ParticulaiMjrorwf^^^P 
annually a fixed sum plus an amomit equivalLt to liis aSnV/t 
tures. In 1957, A pays to B in resneVof tl.! ^ 

$150,000 of which $25,000 represents^ an additini?^u? Vi 
and the balance represents charges for research -irrl ° ^ ^ laboratory 
on tho project. It* it agreed bet^eS; 
the entire cost of this addition to B’s laboratorv 

Exafnple (£). X Corporation, a manufacturer of explosive^ cor- 

tracts with the Y research organization to attempt through research 
and experimentation the creation of a new process for makiim cer^ 
tain explosives. Because of the danger involved in such an under- 
taking Y IS compelled to acquire an isolated tract of land on which 
to conduct the research and experimentation. It is agreed that uuon 
completion of the project Y will transfer this tract^ inelucliim Liv 
improvements thereon, to X. Section 174 does not applv to the 
amount paid to Y representing the cost of the tract of land'and irn- 
provements. 

(b) Certain expenditures with respect to land and other property — 

(1) Expenditures by the taxpayer for the acquisition or improTenieit 
of land, or for the acquisition or improvement of property which is 
subject to an allowance for depreciation under section 167 or depletion 
under section 611, are not deductible under section 174, irrespective 
of the fact that the property or improvements may be used by the tax- 
payer in connection with research or experimentation. However, 
allowances for depreciation or depletion of property are considered as 
researcli or experimental expenditures, for purposes of section 174, to 
the extent that the property to which the allowances relate is used in 
connection with research or experimentation. If any part of the cost 
of acquisition or improvement of depreciable property is attributable 
to research or experimentation (whether made by the taxpayer or 
another), see subparagraphs (2), (3), and (4) of this paragraph. 

(2) Expenditures for research or experimentation which result, 
as an end product of the research or experimentation, in depreciable 
pro|)erty to be used in the taxpayer’s trade or business may, subject to 
the limitations of subparagraph (4) of this paragraph, be allowable as 
a current expense deduction under section 174(a) . Such expenditures 
cannot be amortized under section 174 (b) except to the extent provided 
in §1.174-4 (a) (4). 

(3) If expenditures for research or experimentation are incurred in 
connection with the construction or manufacture of depreciable prop- 
erty by another, they are deductible under section 174(a) only if made 
upon the taxpayer’s order and at his risk. Ho deduction will be 
allowed (i) if the taxpayer purchases another’s product under a 
performance guarantee (whether express, implied, or imposed by local 
law) unless the guarantee is limited, to engineering specifications or 
otherwise, in such a wuxy that economic utility is not taken into ac- 
count ; or ( ii ) for any part of the purchase price of a product m regular 
procluction. For example, if a taxpayer orders a specially-built auto- 
matic milling machine under a guarantee that the machine will be 
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capable of producing a given number of units per liour, no portion of 
tlie expenditure is deductible since none of it is made at tlie taxpayer’s 
risk. Siini laiiy, no deductible expense is incurred if a taxpayer enters 
into a contract for the construction of a new type of chemical process- 
ing plant under a turii'-key contract guaranteeing' a given annual 
production and a given consumi^tion of raw material and fuel per 
unit. Oil the other hand, if tlxe contract contained no guarantee of 
(piality of production and of quantity of units in relation to consump- 
tion of raw material and fuel, and if real doubt existed as to the 
capabilities of tlie process, expenses for research or experimentation 
under the contract are at the taxpayer’s risk and are deductible under 
section 174(a). However, see subparagraph (4) of this paragraph. 

(4) The deductions referred to in subparagraphs (2) and (3) of 
this paragraph for expenditures in connection with the acquisition or 
production of depreciable property to be used in the taxpayer’s trade 
or business are limited to amounts expended for research or experi- 
mentation. For the purpose of the preceding sentence, amounts ex- 
pended for research or experimentation do not include the costs of 
the comi^onent materials of the depreciable j)roperty, the costs of 
labor or other elements involved in its construction and installation, 
or costs attributable to the acquisition or improvement of the property. 

For example, a taxpayer undertakes to develoj) a new machine for 
use in his business. He expends $30,000 on the project of which $10,000 
represents tlie actual costs of material, labor, etc., to construct the 
machine, and $20,000 represents research costs which are not attribut- 
able to the machine itself. Under section 174(a) the taxpayer xvould 
be permitted to deduct the $20,000 as expenses not chargeable to capital 
account, but the $10,000 must be charged to the asset account (the 
machine) . 

(c) Exploration expenditures . — The provisions of section 174 are 
not ai3p)licable to any expenditures paid or incurred for the purpose 
of ascertaining the existence, location, extent, or quality of any de- 
posit of ore, oil, gas, or other mineral. See sections 615 and 263. 

§ 1.174-3 Treatment as Expenses. — (a) In general . — Eesearch or 
experimental expenditures paid or incurred by a taxpayer during tlio 
taxable year in connection with his trade or business are deductible 
as expenses, and are not chargeable to capital account, if the taxpayer 
adopts the method provided hi section 174(a) . See paragraph ( b) of 
this section. If adopted, the method shall apply to all research anel 
experimental expenditures paid or incurred in the taxable year of 
adoption and all subsequent taxable years, unless a different method 
is authorized by the Commissioner under section 174(a) (3) with re- 
spect to part or all of the expenditures. See paragraph (b) (3) of 
this section. Thus, if a change to the deferred expense method under 
section 174(b) is authorized by the Commissioner wdtli respect to re- 
search or experimental expenditures attributable to a particular project 
or projects, the taxpayer, for the taxable year of the change and f oi 
subsequent taxable years, must apply the deferred expense niethoc 
to all such expenditures paid or incurred during of those taxable 
years in connection with the particular project or projects, even tlioug^T 
all other research and experimental expenditures are required to hi 
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deducted as current expenses under this section. In no event rriil tlie 
taxpayer be permitted to adopt the method described in this section 
as to part of the expenditures relative to a particular project and adopt 
for the same taxable year a different method of treating the balance of 
the expenditures relating to the same project. 

(b) Adoption and change of method . — (1) Adoption vnthout eon- 
scQit. — The method described in this section may be adopted for any 
ta,xable year beginning after December 31, 1953, and ending after 
August 16 , 1954. The consent of the Commissioner is not required 
if tlie taxpayer adopts the method for the first such taxable year in 
which he pays or incurs research or experimental expenditures. The 
taxpayer may do so by claiming in his income tax return for such 
yeur k deduction for his research or experimental expenditures. If 
the taxpayer fails to adopt the method for the first taxable year in 
which lie incurs such expenditures, he cannot do so in subsequent 
taxable years unless he obtains the consent of the Commissioner under 
section 174 (a) (2) (B) and subparagraph (2) of this paragraph. See, 
however, subparagraph (4) of this paragraph, relating to extensions 


of time. ^ ^ , 

(2) Adoption with consent.— K taxpayer may, with the consent ot 
the Commissioner, adopt at any time the method provided in section 
174 (a) . The method adopted in this manner shall be applicable only 
to expenditures paid or incurred during the taxable year for which 
the request is made and in subsequent taxable years. A request to 
adopt this method shall be in writing and shaU be aMressecl to the 
Oonunissioncr of Internal Revenue, Attention: T: E, Washington 2o, 

T) C The request shall set forth the name and address of the tax- 
payer, the first taxable year for which the adoption of the method 
is reciuested, and a description of the project or projects wMi respect 
to which research or experimental expenditures are to be, 
already been, paid or incurred. The request shall be signed by the 
taxnaver (or Ms duly authorized representative) and snail be filed 
nSSr tMrn the lai day of the first taxable year for which the 
adojition of the method is requested. See, however, subparagiaph (4) 
n-f dPc; vvirao-ranh relating to extensions of time. . . ^ , 

state the first year to which the requested change is to be 

perimental expendituies proiect or projects; 

Wo4A«n‘aB ideiitifj the projeet or 

projects to which the change is app ica e, ^ lj74_3(b)(3) 
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f iv) Indicate tlie number of months (not less than 60) selectiai 
to*- amortization of the expenditures, if any, which are to be treated 1 
deferred expenses iiiider section 174(b) ; 

State that, upon approval of the application, the taxpayer 
vrd” make an accounting segregation on his books and records (d 
tiie research or experimental expenditures to which the change in 
method is to apply ; and 

(ri) State the reasons for the change. 

If m-rmissio:i is granted to make the change, the taxpayer shall attach 
^rcoiVv of the letter granting permission to his income tax return for 
the first taxable year in which the different method is effective. 

4 1 ‘^Special rules, — If the last day prescribed by law for filing n 
retiin for any taxable year (including extensions thereof) to which 
section 174 ( a) is applicable falls before the ninetieth day after tlu‘ 
dare the regulations under section 174 are published in the Federal 
Beirister, consent is hereby given for the taxpayer to adopt the expense* 
meiliod or to change from the expense method to a different method. 
In tile case of a change from the expense method to a different methoch 
the taxpayer, on or before such ninetieth day, must submit to the dis- 
trict director for the district in which the return was filed the informa 
tion required by subparagraph (3) of this paragraph. For any tax - 
able year for which the expense method or a different method is 
adopted pursuant to this subparagraph, an amended return reflecting 
such method shall be filed on or before such ninetieth day if such return 
is necessary. 

§ 1.174-4 Treat3ient as Deferred Expenses. — (a) In general,-- ■ 
i; l) If a taxpayer has not adopted the method provided in section 
i74i a) of treating research or experimental expenditures paid or iin 
curred by him in connection with his trade or business as current 1}’ 
deductible expenses, he may, for any taxable year beginning aft(*r 
December 31, 1953, elect to treat such expenditures as deferred ex 
peiises under section 174(b), subject to the limitations of subpara - 
graph 12) of this paragraph. If a taxpayer has adopted the method of 
rreating such expenditures as expenses under section 174(a), he may 
not elect to defer and amoi*tize any such expenditures unless permifi 
sioii to do so is granted under section 174(a) (3) . See paragraph (b ) 
of this section. 

(2 1 The election to treat research or experimental expenditures a-^ 
deferred expenses under section 174 (b) applies only to those expendi 
tiires which are chargeable to capital account but which are not charge 
able to property of a character subject to an allowance for depreciation 
or depletion under section 167 or 611, respectively. Thus, the election 
under section 174(b) applies only if the property resulting from the 
research or experimental expenditures has no determinable useful li ftn 
If the property resulting from the expenditures has a determinal)!r 
useful life, section 174(b) is not applicable, and the capitalized ex 
penditiires must he amortized or depreciated over the determinabln 
useful life. Amounts treated as deferred expenses are properl \ 
chargeable to capital account for purposes of section 1016 (a) (IK 
relating to adjustments to basis of property. See section 1016(a) (14) . 
section 174(c) and § 1.174-2 (b) (1) for treatment of expenditures 
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for the acquisition or improvement of land or of depreciable or 
depletable property to be used in connection with the research or 
experimentation. 

(3) Expenditures which are treated as deferred expenses under 
section 174(b) are allowable as a deduction ratably over a period of 
not less than 60 consecutive months beginning with the month in 
which the taxpayer first realizes benefits from the expenditures. The 
length of the period shall be selected by the taxpayer at the time he 
makes the election to defer the expenditures. If a taxpayer has two 
or more separate projects, he may select a different amortization 
period for each project. In the absence of a showing to the contrary, 
the taxpayer will be deemed to have begun to realize benefits from the 
deferred expenditures in the month in which the taxpayer first 
puts the process, formula, invention, or similar property to which 
the expenditures relate to an income-producing use. See section 
1016(a) (14) for adjustments to basis of property for amounts allowed 
as decluctions under section 174(b) and this section. See section 165 
and the regulations thereunder for rules relating to the treatment of 
losses resulting from abandonment. 

(4) If expenditures which the taxpayer has elected to clefer and 
deduct ratably over a period of time in accordance with section 174(b) 
result in the development of depreciable property, deductions for the 
unrecovered expenditures, beginning with the time the asset becomes 
depreciable in character, shall be determined under section 167 (re- 
lating to depreciation) and the regulations thereunder. For example, 
for the taxable year 1954, A, who reports his income on the basis of 
a calendar year, elects to defer and deduct ratably over a period of 60 
months research and experimental expenditures made in connection 
with a particular project. In 1956, the total of the deferred expendi- 
tures amounts to $60,000. At that time, A has developed a process 
which he seeks to patent. On July 1, 1956, A first realized benefits 
from the marketing of products resulting from this process, 

fore, the expenditures deferred are deductible ratably over the 60- 
month period beginning with July 1, 1956 (when A first realized 
benefits from the project) . In his return for the year 1956, A deducted 
$6,000: in 1957, A deducted $12,000 ($1,000 per month). On July 1, 
1958, a patent protecting his process is obtained by A. In his return 
for 1958, A is entitled to a deduction of $6,000, representing the 
amortizable portion of the deferred expenses attributable to the pe- 
riod prior to July 1, 1958. The balance of the unrecovered expendi- 
tures ($60,000 minus $24,000, or $36,000) is to be recovered as a 
depreciation deduction over the life of the patent commencing with 
July 1, 1958. Thus, one-half of the annual depreciation deduction 
based upon the useful life of the patent is also deductible for 1958 

("from dly 1 to December 31). . 

(5) The election shall be applicable to all research and experi- 
mental expenditures paid or incurred by the taxpayer or, if so limited 
by the taxpayer’s election, to all such expenditures with respect to the 
particular proiect, subject to the limitations of subparagraph (2) of 
this paragraph. The election shall apply for the taxable year for 
which the election is made and for all subsequent taxable years, unless 
a change to a different treatment is authorized by the Commissioner 
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under section 174(b)(2). See paragrapb (b)(2) of this section. 
Likewise, tlie taxpayer shall adhere to the amortization period selected 
at the time of the election unless a different period of amortization 
with respect to a part of all of the expenditures is similarly author- 
ized. However, no change in method will be permitted •with re- 
si)ect to expenditures paid or incurred before the taxable year to 
which the change is to apply. In no event will the taxpayer be per- 
mitted to treat part of the expenditures with respect to a particular 
project as deferred expenses under section 174(b) and to adopt a 
different method of treating the balance of the expenditures relating 
to the same j^roject for the same taxable year. The election under 
this section shall not apply to any expenditures paid or incurred be- 
fore the taxable year for which the taxpayer makes the election. 

(b) Election and elia7ige of method. — {!) Election . — The election 
under section 174(b) shall be made not later than the time (including 
extensions) prescribed by law for filing the return for the taxable 
year for which the method is to be adopted. The election shall be 
made by attaching a statement to the taxpayer’s return for the first 
taxable year to which the election is ai^plicable. The statement shall 
be signed by the taxpayer (or his duly authorized representative) , and 
shall — 

(i) Set forth the name and address of the taxpayer; 

(ii) Designate the first taxable year to which the election is to 
apply; 

(iii) State whether the election is intended to apply to all ex- 
penditures within the permissible scope of the election, or only to 
a particular project or projects, and, if the latter, include such 
information as will identify the project or projects as to which 
the election is to apply ; 

(iv) Set forth the amount of all research or experimental ex- 
penditures paid or incurred during the taxable year for which the 
election is made ; 

(v) Indicate the number of months (not less than 60) selected 
for amortization of the deferred expenses for each project; and 

(vi) State that the taxpaj^er will make an accounting segrega- 
tion in his books and records of the expenditures to which the 
election relates. 

(2) Change to a different method or pm<?<^.-^Application for per- 
mission to change to a different method of treating research or experi- 
mental expenditures or to a different period of amortization for de- 
ferred expenses shall be in writing and shall be addressed to the 
Commissioner of Internal Eevenue, Attention : T :E, Washington 25, 
D. C. The application shall include the name and address of the tax- 
payer, shall be signed by the taxpayer (or his duly authorized repre- 
sentative) , Mid shall be filed not later than the end of the first taxable 
year in which the difterent method or different amortization period 
is to be used (unless subparagraph (3) of this paragraph, relating to 
extensions of time, is applicable) . The application shall set forth the 
follow^ing information with regard to the research or experimental 
expenditures which are being treated under section 174(b) as deferred 
expenses : 
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(i) Total amount of research or experimental expenditures at-^ 
tributable to each project; 

(ii) Amortization period applicable to each project; and 

(iii) Unamortized expenditures attributable to each project at 
the beginning of the taxable year in -which the application is filed. 

In addition, the application shall set forth the length of the new 
period or periods proposed, or the new method of treatment proposed, 
the reasons for the proposed change, and such information as will 
identify the project or j^rojects to which the expenditures affected by 
the change relate. If permission is granted to make the change, the 
taxpayer shall attach a copy of the letter granting the permission to 
his income tax return for the first taxable year in which the different 
method or period is to be effective. 

(3) Special rules , — If the last clay prescribed by law for filing a 
return for any taxable year for which the deferred method provided 
in section 174 (b) has been adopted falls before the ninetieth day 
after the date the regulations under section 17 4 are j)ublished in the 
Federal Register, consent is hereby given for the taxpayer to change 
from such method and ado^Dt a different method of treating research 
or experimental expenditures, provided that on or before such nine- 
tieth day he submits to the district director for the district in which 
the return was filed the information required by subparagraph (2) of 
this paragraph, relating to a change to a different method or period. 
For any taxable year for which the different method is adopted pur- 
suant to this subparagraph, an amended return reflecting such method 
shall be filed on or before such ninetieth day. 

(c) Example , — The application of this section is illustrated by the 
following example : 

Example, N Corporation is engaged in the business of manufac- 
turing chemical products. On January 1, 1955, work is begun on a 
special research project. hT Corporation elects, pursuant to section 
174(b) , to defer the expenditures relating to the special project and 
to amox'tize the expenditures over a period of 72 months beginning 
with the month in which benefits from the expenditures are first- 
realized. On January 1, 1955, N Corporation also purchased for 
$57,600 a building having a remaining useful life of 12 years as of 
the date of purchase and no salvage value at the end of the period. 
Fifty percent of the building’s facilities are to be used in connection 
with the special research project. During 1955, N Corporation pays 
or incurs the following expenditures relating to the special research 


project : 

Salaries $15,000 

Heat, light, and power 700 

Drawings 2,000 

Models 6,500 

Laboratory materials 8,000 

Attorneys’ fees 1,400 

Depreciation on building attributable to project (50% of t$4,800 allow- 
able depreciation) 2,400 


Total research and development expenditures $36,000 


The above expenditures result in a process which is marketable but not 
patentable and which has no determinable useful life. N Corporation 
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first realizes benefits from the process in January 1956. N Corpora- 

"$36,000 X 12 months \ 


tion is entitled to deduct the amount of $6,000 f - 


72 months 




as deferred expenses under section 174(b) in computing taxable in- 
come for 1956, 


§ 1.175 Statutory Provisions; Soil and Water Conservation 
Expenditures. 

SEC. 175. SOIL AND WATER CONSERVATION EXPENDITURES. 

(a) In General.— a taxpayer engaged in the business of farming may 
treat expenditures which are paid or incurred by him during the taxable 
year for the purpose of soil or water conservation in respect of land used 
in farming, or for the prevention of erosion of land used in farming, as 
expenses which are not chargeable to capital account. The expenditures 
so treated shall be allowed as a deduction. 

(b) Limitation. — The amount deductible under subsection (a) for any 
taxable year shall not exceed 25 percent of the gross income derived from 
farming during the taxable year. If for any taxable year the total of the 
expenditures treated as expenses which are not chargeable to capital ac- 
count exceeds 25 percent of the gross income derived from farming during 
the taxable year, such excess shall be deductible for succeeding taxable 
years in order of time; but the amount deductible under this section for 
any one such succeeding taxable year (including the expenditures actually 
paid or incurred during the taxable year) shall not exceed 25 percent of 
the gross income derived from farming during the taxable year. 

(c) Definitions. — For purposes of subsection (a) — 

(1) The term “expenditures which are paid or incurred by him during 
the taxable year for the purpose of soil or water conservation in respect 
of land used in farming, or for the prevention of erosion of land used in 
farming” means expenditures paid or incurred for the treatment or 
moving of earth, including (but not limited to) leveling, grading and 
terracing, contour furrowing, the construction, control, and protection 
of diversion channels, drainage ditches, earthen dams, watercourses, out- 
lets, and ponds, the eradication of brush, and the planting of windbreaks. 
Such term does not include — 

(A) the purchase, construction, installation, or improvement of 
structures, appliances, or facilities which are of a character which is 
subject to the allowance for depreciation provided in section 167, or 

(B) any amount paid or incurred which is allowable as a deduction 
without regard to this section. 

Notwithstanding the preceding sentences, such term also includes any 
amount, not otherwise allowable as a deduction, paid or incurred to 
satisfy any part of an assessment levied by a soil or water conservation 
or drainage district to defray expenditures made by such district which, 
if paid or incurred by the taxpayer, would without regard to this sen- 
tence constitute expenditures deductible under this section. 

(2) The term “land used in farming” means land used (before or 
simultaneously with the expenditures described in paragraph (1)) by 
the taxpayer or his tenant for the production of crops, fruits, or other 
agricultural products or for the sustenance of livestock. 

(d) When jMethod May Be Adopted. — 

(1) W^iTHouT consent. — ^A taxpayer may, without the consent of the 
Secretary or his delegate, adopt the method provided in this section for 
his first taxable year — 

(A) which begins after December 31, 1953, and ends after the date 
on which this title is enacted, and 

(B) for which expenditures described in subsection (a) are paid 
or incurred. 

(2) With consent.— A taxpayer may, with the consent of the Secre- 
tary or his delegate, adopt at any time the method provided in this 
section. 
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(e) Scope. — The method adopted under this section shall apply to all 
expenditures described in subsection (a). The method adopted shall be 
adhered to in computing taxable income for the taxable year and for all 
subsequent taxable years unless, with the approval of the Secretary or his 
delegate, a change to a different method is authorized with respect to part 
or all of such expenditures. 

§ Soil an'd Water Conservation Expenditures; in Gen- 

eral. — Under section 175, a farmer may deduct his soil or water con- 
servation expenditures which do not give rise to a deduction for 
depreciation and which are not otherwise deductible. The amount of 
the deduction is limited annually to 25 percent of the taxpayer’s gross 
income from farming. Any excess may be carried over and deducted 
in succeeding taxable years. As a general rule, once a farmer has 
adopted this method of treating soil and water conservation expendi- 
tures, he must deduct all such expenditures (subject to the 25-percent 
limitation) for the current and subsequent taxable years. If a farmer 
does not adopt this method, such expenditures increase the basis of 
the property to which they relate. 

§ 1.175-2 Definition of Soil and Water Conservation Expendi- 
tures. — (a) Expenditures treated as a deduction, — (1) The method 
described in section 175 applies to expenditures paid or incurred for 
the purpose of soil or water conservation in respect of land used in 
farming or for the prevention of erosion of land used in farming, but 
only if such expenditures are made in the furtherance of the business 
of farming. More specifically, a farmer may deduct expenditures 
made for these purposes which are for (i) the treatment or moving of 
earth, (ii) the construction, control, and protection of diversion chan- 
nels, drainage ditches, irrigation ditches, earthen dams, watercourses, 
outlets, and ponds, (iii) the eradication of brush, and (iv) the plant- 
ing of windbreaks. Expenditures for the treatment or moving of 
earth include but are not limited to expenditures for leveling, con- 
ditioning, grading, terracing, contour furrowing, and restoration of 
soil fertility. 

(2) The following are examples of soil and water conservation: 
(i) Constructing terraces, or the like, to detain or control the flow 
of water, to check soil erosion on sloping land, to intercept run-off, 
and to divert excess water to protected outlets; (ii) constructing 
water detention or sediment retention dams to prevent or fill gullies, 
to retard or reduce run-off of water, or to collect stock water; and 
(iii) constructing earthen floodways, levies, or dikes, to jirevent 
flood damage to farmland. 

(b) Expenditures not sitbject to section 175 treatment, — (1) The 
method described in section 175 applies only to expenditures ror non- 
depreciable items. Accordingly, a taxpayer may not deduct expendi- 
tures for the purchase, construction, installation, or improvement 
of structures, appliances, or facilities subject to the allowance for 
depreciation. Thus, the method does not apply to depreciable non- 
earthen items such as those made of masonry or concrete (see section 
167) . For example, expenditures in respect of depreciable property 
include those for materials, supplies, wages, fuel, hauling, ^ and dirt 
moving for making stxaictures such as tanks, reservoirs, pipes, con- 
duits, canals, dams, wells, or pumps composed of masonry, concrete, 
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tile, metal, or wood. Similarly, tlie method is not applicable to 
expenditures for fertilizer effective substantially longer than one year, 
since such expenditures are also depreciable. Ho'vvever, the method 
applies to expenditures for earthen items which are not subject to 
a depreciation allowance. For example, expenditures for earthen 
terraces and dams which are nondepreciable are deductible under 
section 175. 

(2) The method does not apply to expenses deductible apart from 
section 175. Adoption of the method is not necessary in order to 
deduct such expenses in full without limitation. Thus, the method 
does not apply to interest (deductible under section 163) , nor to taxes 
(deductible under section 164), It does not apply to expenses for the 
repair of completed soil or water conservation structures, such as costs 
of annual removal of sediment from a drainage ditch. It does not 
apply to expenditures paid or incurred primarily to produce an agri- 
cultural croj) even though they incidentally conserve soil. Thus, the 
cost of fertilizer (the effectiveness of which does not last beyond one 
year) used to produce hay is deductible without adoption of the 
method described in section 175. However, the method would apply 
to expenses incurred to pi^oduce vegetation primarily to conserve soil 
or water or to prevent erosion. Thus, for example, the method would 
apply to such expenditures as the cost of dirt moving, lime, fertilizer, 
seed and planting stock used in gully stabilization, or in stabilizing 
severely eroded areas, in order to obtain a soil binding stand of vegeta- 
tion on raw or infertile land. 

(c) Assessments , — The method applies also to that part of assess- 
ments levied by a soil or water conservation or drainage district to 
reimburse it for its expenditures which, if actually paid or incurred 
during the taxable year by the taxpayer directly, wmuld be deductible 
under section 175. Depending upon the farmer’s method of account- 
ing, the time when the farmer pays or incurs the assessment, and not 
the time when the expenditures are paid or incurred by the district, 
controls the time the deduction must be taken. The provisions of this 
paragraph may be illustrated by the following example : 

Example. In 1955 a soil and water conservation district levies an 
assessment of $700 upon a farmer on the cash method of accounting. 
The assessment is to reimburse the district for its expenditures in 
1954. The farmer’s share of such expenditures is as follows : $400 for 
digging drainage ditches for soil conservation and $300 for assets 
subject to the allowance for depreciation. If the farmer pays the 
assessment in 1955 and has adopted the method of treating expendi- 
tures for soil or water conservation as current expenses under section 
175, he may deduct in 1955 the $400 attributable to the digging of 
drainage ditches as a soil conservation expenditure subject to the 
25 -percent limitation, 

§ 1.175-3 Definitioh of ^^^The Business of Farming”.— The 
method described in section 175 is available only to a taxpayer engaged 
in “the business of farming”. A taxpayer is engaged in the business of 
farming if he cultivates, operates, or manages a farm for gain or profit, 
either as owner or tenant. For the purpose of section 175, a taxpayer 
who receives a rental (either in cash or in kind) which is based upon 
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farm production is engaged in the business of farming. However, a 
taxpayer who receives a fixed rental (without reference to production) 
is engaged in the business of farming only if he participates to a 
material extent in the operation or management of the farm. A tax- 
payer engaged in forestry or the growing of timber is not thereby 
engaged in the business of farming. A j)erson cultivating or operating 
a fami for recreation or pleasure rather than a profit is not engaged 
ill the business of farming. For the purpose of this section, the term 
“farm” is used in its ordinary, accepted sense and includes stock, dairy, 
poultry, fruit, and truck farms, and also plantations, ranches, ranges, 
and orchards. A taxpayer is engaged in “the business of farming” 
if he is a member of a partnership engaged in the business of f aiming. 
See § 1.702-1 (a) (8) (i) and (c) (1) (iv). 

§ 1.175-4: DErmiTioxT of “Land Used in Farming”. — (a) For the 
purpose of section 175, the term “land used in farming” means land 
which is used in the business of farming and which meets both of the 
following requirements : 

(1) The land must be used for the production of crops, fruits, or 
other agricultural products or for the sustenance of livestock. The 
term “livestock” includes cattle, hogs, horses, mules, donkeys, sheep, 
goats, captive fur-bearing animals, chickens, turkeys, pigeons, and 
other poultry. It does not include fish, frogs, reptiles, and the like. 
Land used for the substenance of livestock includes land used for 
grazing such livestock. 

(2) The land must be or have been so used either by the taxpayer 
or his tenant at some time before, or at the same time as, the taxpayer 
makes the expenditures for soil or water conservation or for the pre- 
vention of the erosion of land. The taxpayer will be considered to 
have used the land in farming before making such expenditures if he 
or his tenant has employed the land in a farming use in the past. If 
the expenditures are made by the taxpayer in respect of land newly 
acquired from one who immediately prior to the acquisition was using 
it in farming, the taxpayer will be considered to be using the land in 
farming at the time that such expenditures are made, if the use which 
is made by the taxpayer of the land from the time of its acquisition by 
him is substantially a continuation of the use which was made of the 
land immediately prior to its acquisition. On the other hand, if the 
land is being initially prepared by the taxpayer in order to make it 
suitable for a particular farming use other than the one to wdiich the 
land was devoted prior to its acquisition by the taxpayer, such land 
is not considered to be “land used in farming” at the time of its 
preparation. 

(b) The provisions of paragraph (a) of this section may be illus- 
trated by the following examples : 

Example (7). A purchases an operating farm from B in the 
autumn after B has harvested his crops. At the time of such pur- 
chase the land is suitable for A’s particular farming use without the 
necessity of making initial preparatory expenditures. Prior to 
spring plowing and jilanting when the land is idle because of the 
season, A makes certain soil and water conservation expenditures 
on this farm. At the time such expenditures are made the land is 
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considered to be used by A in farming, and A may deduct such 
expenditures under section 175, subject to the other requisite con- 
ditions of such section. t • j. j x 

Example {2). C acquires uncultivated land which he mtencis to 
develop for farming. Prior to putting this land into production it is 
necessary for C to clear brush, construct earthen terraces aiul ponds, 
and make other soil and water conservation expenditures. The land 
is not used in farming at the same time that such exiienditures are 
made. Therefore, C may not deduct such expenditures under section 
175. 

Example {8). D acquires several tracts of land from persons 
who had used such land for grazing cattle. D intends to use the land 
for a citrus grove. In order to make the land suitable for this use, D 
constructs earthen terraces, builds drainage ditches and irrigation 
ditches, extensively treats the soil, and makes other soil and water 
conservation expenditures. The land is not used in farming by D at 
the time he makes such expenditures, but is being initially prepared 
for use as a citrus grove. Therefore, D may not deduct such expendi- 
tures under section 175. 

§ 1.175-5 Percentage Limitation and Carryover. — (a) The 
limitation. — (1) Geneval rule . — The amount of soil and water con- 
servation expenditures which the taxpayer may deduct under section 
175 ill any one taxable year is limited to 25 percent of his ‘^gross 
income from farming.” 

(2) Definition of gross income from farming '^'^ , — For the 2 ^RRpose 
of section 175, the term “gross income from farming” means^ the 
gross income of the taxpayer, derived in “the business of farming” 
as defined in § 1,175-3, from the production of crops, fruits, or other 
agricultural products or from livestock (including livestock held for 
draft, breeding, or dairy purposes). It includes such income from 
land used in farming other than that upon which exi)enditures arc 
made for soil or water conservation or for the prevention of erosion 
of land. It does not include gains from sales of assets such as farm 
machinery or gains from the disposition of land. A taxjoayer shall 
compute his “gross income from farming” in accordance with his 
accounting method used in determining gross income. ( See the regu- 
lations under section 61 relating to accounting methods used by 
farmers in determining gross income.) The provisions of this sub- 
2 >aragraph may be illustrated by the following example : 

Example. A, who uses the cash receipts and disbursements meth- 
od of accounting, includes in his “gross income from farming” for 
purjioses of determining the 25-percent limitation the following 
items : 


Proceeds from sale of his 1955 yield of corn $10,000 

Gain from disposition of old breeding cows replaced by younger cows . . 500 

Total gross Income from farming $10,500 
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A must exclude from ^^gross income from farming” the following 
items which are included in his gross income : 


Gaia from sale of tractor $100 

Gain from sale of 40 acres of taxpayer’s farm S,000 

Interest on loan to neighboring farmer 100 


(3) Deduction quali-fies for net operating loss deduction, — Any 
amount allowed as a deduction under section 175, either for the year 
in which the expenditure is paid or incurred or for the year to which 
it is carried, is taken into account in computing a net operating loss 
for such taxable year. If a deduction for soil or water conservation 
expenditures has been taken into account in computing a net operating 
loss carryback or carryover, it shall not be considered a soil or water 
conservation expenditure for the year to which the loss is carried, and, 
therefore, is not subject to the 25-percent limitation for that year. 
The provisions of this subparagraph may be illustrated by the follow- 
ing example: 

Exa7iiple, Assume that in 1956 A has gross income from farming 
of $4,000, soil and water conservation expenditures of $1,600, and 
deductible farm expenses of $3,500. Of the soil and water conserva- 
tion expenditures, $1,000 is deductible in 1956. The $600 in excess of 
25 percent of A’s gross income from farming is carried over into 
1957. Assuming that A has no other income, his deductions of $4,500 
($1,000 plus $3,500) exceed his gross income of $4,000 by $500. This 
$500 will constitute a net operating loss which he must carry back 
two years and carry forward five years, until it has offset $500 of tax- 
able income. No part of this $500 net operating loss carryback or 
carryover will be taken into account in determining the amount of 
soil and water conservation expenditures in the years to which it is 
carried. 

(b) Carry oner of expenditures in excess of deduction, — The deduc- 
tion for soil and water conservation expenditures in any one taxable 
year is limited to 25 percent of the taxpayer’s gross income from farm- 
ing. The taxjiayer may carry over the excess of such expenditures 
over 25 iiercent of his gross income from farming into his next tax- 
able year, and, if not deductible in that year, into the next year, and 
so on without limit as to time. In determining the deductible amount 
of such expenditures for any taxable year, the actual expenditures 
of that year shall be added to any such expenditures carried over from 
prior years, before applying the 25-percent limitation. Any such 
expenditures in excess of the deductible amount may be carried over 
during the taxpayer’s entire existence. For this purpose in a farm 
partnership, since the 25-percent limitation is applied to each partner, 
not the partnei'ship, the carryover may bo carried forward during the 
life of the partner. The provisions of this paragraph may be illus- 
trated by the following example: 
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Example. Assume the expenditures and income shown in the 
following table ; 




Deductible soil and 
water conservation 
expenditures 




1954 .... 

1955 .... 

1956 .... 

Year 

Paid or 
incurred 
during 
taxable 
year 

$900 
1,000 
, None 

Carried 
forward 
from prior 
year 

None 

$100 

200 

Total 

$900 

1,100 

200 

$5^0 Of 
gross 
income 
from 
farming 
$800 
900 
1,000 

Excess 
to be 
carried 
forward 
$100 
200 
None 


The deduction for 1954 is limited to $800. The remainder, $100 
($900 minus $800) , not being deductible for 1954, is a carryover to 
1955. For 1955, accordingly, the total of the expenditures to be taken 
into account is $1,100 (the $100 carryover and the $1,000 actually 
paid in that year) . The deduction for 1955 is limited to $900, and 
the remainder of the $1,100 total, or $200, is a carryover to 1956. 
The deduction for 1956 consists solely of this carryover of $200. 
Since the total expenditures, actual and carried over, for 1956 are 
less than 25 percent of gross income from farming, there is no 
carryover into 1957. 

§ 1.175-6 Adoption or Change of Method. — (a) Adoption with- 
out consent . — ^A taxpayer may, without consent, adopt the method of 
treating expenditures for soil or water conservation as expenses for 
the first taxable year : 

(1) Which begins after December 31, 1953, and ends after 
August 16, 1954, and 

(2) For which soil or water conservation expenditures described 
in section 175(a) are paid or incurred. 

Such adoption shall be made by claiming the deduction on his in- 
come tax return. For a taxable year ending prior to the adoption of 
regulations under this section, the adoption of the method described 
in section 175 shall be made by claiming the deduction on such return 
for that year, or by claiming the deduction on an amended return 
filed for that year within 90 days after the date of publication (fol- 
lowing adoption) of such regulations in the Federal Register. 

(b) Adoption with consent . — A taxpayer may adopt the method of 
treating soil and water conservation expenditures as pjrovided by sec- 
tion 175 for any taxable year to which the section is applicable if 
consent is obtained from the district director for the district in which 
the taxpayer’s return is required to be filed. 

(c) Change of method . — ^A taxpayer who has adopted the method 
of treating expenditures for soil or water conservation, as provided 
by section 175, may change from this method and capitalize such ex- 
penditures made after the effective date of the change, if he obtains 
the consent of the district director for the district in which his I’eturn 
is required to be filed, 

(d) Request for consent to adopt or change method . — ^Wliere the 
consent of the district director is required under paragraph (b) or 
(c) of this section, the request for his consent shall be in writing, 
signed by the taxpayer or his authorized representative, and shall be 
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filed not later than the date prescribed by law for filing the income 
tax return for the first taxable year to which the adoption of, or 
change of, method is to apply, or not later than 90 days after the date 
of publication in the F ederal Kegister of the regulations under section 
175 following their adoption, whichever is later. The request shall — 

(1) Set forth the name and address of the taxpayer; 

(2) Designate the first taxable year to which the method or change 
of method is to apply ; 

(3) State whether the method or change of method is intended to 
apply to all expenditures within the permissible scope of section 175, 
or only to a particular project or farm and, if the latter, include 
such information as will identify the project or farm as to which the 
method or change of method is to apply; 

(1) Set forth the amount of all soil and water conservation ex- 
penditures paid or incurred during the first taxable year for which 
the method or change of method is to apply ; and 

(5) State that the taxpayer will make an accounting segregation 
in his books and records of the expenditures to which the election 
relates. 

(e) Scope of method . — ^Except with the consent of the district 
director as provided in paragraph (b) or (c) of this section, the tax- 
payer’s method of treating soil and water conservation expenditures 
described in section 175 shall apply to all such expenditures for the 
taxable year of adoption and all subsequent taxable years. Although 
a taxpayer may have elected to deduct soil and water conservation 
expenditures, he may request an authorization to capitalize his soil 
and water conservation expenditures attributable to a special project 
or single farm. Similarly, a taxpayer who has not elected to deduct 
such expenditures may request an authorization to deduct his soil and 
water conservation expenditures attributable to a special project or 
single farm. The authorization with respect to the special project or 
single farm will not affect the method adopted with respect to the 
taxpayer’s regularly incurred soil and water conservation expendi- 
tures. No adoption of, or change of, the method under section 175 
will be permitted as to expenditures actually paid or incurred before 
the taxable year to which the method or change of method is to apply. 
Thus, if a taxpayer adopts such method for 1956, he cannot deduct 
any part of such expenditures which he capitalized, or should have 
capitalized, in 1955. Likewise, if a taxpayer who has adopted such 
method has an unused carryover of such expenditures in excess of the 
25-percent limitation, and is granted consent to capitalize soil and 
water conservation expenditures beginning in 1956, he cannot cap- 
italize any part of the unused carryover. The excess expenditures 
carried over continue to be deductible to the extent of 25 percent of 
the taxpayer’s gross income from farming. No adjustment to the 
basis of land shall be made under section 1016 for expenditures to 
which the method under section 175 applies.^ For example, A has an 
unused carryover of soil and water conservation expenditures amount- 
ing to $5,000 as of December 31, 1956. On J anuary 1, 1957, A sells his 
farm and goes oiisit of the business of farming. The unused carryover 
of $5,000 cannot be added to the basis of the farm for purposes of 
determining gain or loss on its sale. In 1959, A purchases another 
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farm and resumes the business of farming. In such year, A may 
deduct the amount of the unused carryover to the extent of 25 percent 
of his gross income from farming and may carry over any excess to 
subsequent years. 

ADDITIONAL ITEMIZED DEDUCTIONS FOR INDIVIDUALS 

§ 1.211 Statutory Provisions ; Allowance of Dedxjctions. 

SEC. 211. ALLOWANCE OF DEDUCTIONS. 

In computing taxable income under section 63(a), there shall be allowed 
as deductions the items specified in this part, subject to the exceptions 
provided in part IX (section 261 and following, relating to items not 
deductible). 

§ 1.211-1 Allowance of Deductions. — In computing taxable in- 
come under section 63 (a), the deductions provided by sections 212, 
213, 2145 215, and 216 shall be allowed subject to the exceptions pro- 
vided in part IX (section 261 and following, related to items not 
deductible). 

§ 1.212 Statutory Provisions; Expenses For Production op 
Income. 

SEC. 212. EXPENSES FOR PRODUCTION OF INCOME. 

In the case of an individual, there shall be allowed as a deduction all 
the ordinary and necessary expenses paid or incurred during the taxable 
year— 

(1) for the production or collection of income; 

nianagement, conservation, or maintenance of property 
held for the production of income ; or 

(3) in connection with the determination, collection, or refund of any 
tax. 


§ 1-21^1 Nontrade OR Nonbusiness Expenses. — (a) An expense 

may be deducted under section 212 only if 

incurred by the taxpayer during the taxable 
y^r (i) tor the production or collection of income which, if and 
wiien realized, will be required to be included in income for Federal 
income tax purposes, or (ii) for the management, conservation, or 
maintenance of property held for the production of such income, or 
(ill) 111 connection with the determination, collection, or refund of 
any tax; and 


(2) It is an ordinary and necessary expense for any of the pur- 
poses steted in subparagraph (1) of this paragraph. 

(b The term income” for the purpose of section 212 includes not 
merely income of the taxable year but also income which the taxpayer 
a prior taxable year or may realize in subsequent 
toable jears; and is not confined to recurring income but applies as 
from the disposition of property. For example, if 
interest from which if received would be in- 
expectation of realizing 

Sfmfed nrrlff Current yield thereon is 

anticipated, oidmary and necessary expenses thereafter paid or in- 

curred in connection with such bonds^ are deductible. ^Similarly 
ordinary and necessary expenses paid or incurred in the inanao-ement 
conservation, or maintenance of a building devoted to rental purpSs 
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are deductible iiothwitlistanding that there is actually no income there- 
from in the taxable year, and regardless of the manner in which or 
the purpose for which the property in question was acquired. Ex- 
penses paid or incurred in managing, conserving, or maintaining 
property held for investment may be deductible under section 212 
even though the property is not currently productive and there is no 
likelihood that the property wdll be sold at a profit or will otherwise 
be productive of income and even though the property is held merely 
to minimize a loss with respect thereto. 

(c) Expenses of carrying on transactions which do not constitute 
a trade or business of the taxpayer and are not carried on for the 
production or collection of income or for the management, conserva- 
tion, or maintenance of property held for the production of income, 
but Avhich are carried on primarily as a sport, hobby, or recreation 
are not allowable as iiontrade or nonbusiness expenses. The question 
whether or not a transaction is carried on primarily for the produc- 
tion of income or for the management, conservation, or maintenance 
of property held for the production or collection of income, rather 
than primarily as a sport, hobby, or recreation, is not to be determined 
solely from the intention of the taxpayer but rather from all the 
circumstances of the case. For example, consideration will be given 
to the record of prior gain or loss of the taxpayer in the activity, the 
relation between the type of activity and the principal occupation of 
the taxpayer, and the uses to which the property or what it produces 
is put by the taxpayer. 

( d) Expenses, to be deductible under section 212, must be ^^ordinary 
and necessary”. Thus, such expenses must be reasonable in amount 
and must bear a reasonable and proximate relation to the production 
or collection of taxable income or to the management, conservation, 
or maintenance of property held for the production of income. 

(e) A deduction under section 212 is subject to the restrictions and 
limitations in sections 261 through 273, relating to items not deductible. 
Thus, no deduction is allowable under section 212 for any amount 
allocable to the production or collection of one or more classes of 
income which are not includible in gross income, or for any amount 
allocable to the management, conservation, or maintenance of prop- 
erty held for the production of income which is not included in gross 
income. See section 265. Nor does section 212 allow the deduction 
of any expenses which are disallowed by any of the provisions of 
subtitle A of the Internal Eevenue Code of 1954, even though such 
expenses may be paid or incurred for one of the purposes specified 
in section 212. 

(f) Among expenditures not allowable as deductions under section 
212 are the following : Commuter’s expenses ; expenses of taking 
special courses or training; expenses for improving personal appear- 
ance; the cost of rental of a safe-deposit box for storing jewelry 
and other personal effects; expenses such as those paid or incurred 
in seeking employment or in placing oneself in a position to begin 
rendering personal services for compensation, campaign expenses of 
a candidate for public office, bar examination fees and other expenses 
paid or incurred in securing admission to the bar, and corresponding 
fees and expenses paid or incurred by physicians, dentists, accountants, 
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and other taxpayers for securing the right to practice their respective 
professions. See, however, section 162 and the regulations thereunder. 

(g) Fees for services of investment counsel, custodial fees, clerical 
help, office rent, and similar expenses paid or incurred by a taxpayer 
in connection with investments held by him are deductible under 
section 212 only if (1) they are paid or incurred by the taxpayer for 
the production or collection of income or for the management, con- 
servation, or maintenance of investments helcl by him for the produc- 
tion of income; and (2) they are ordinary and necessary under all 
the circumstances, having regard to the type of investment and to the 
relation of the taxpayer to such investment. 

(h) Ordinary and necessary expenses paid or incurred in connec- 
tion with the management, conservation, or maintenance of property 
held for use as a residence by the taxpayer are not deductible. How- 
ever, ordinary and necessary exjienses paid or incurred in connection 
with the management, conservation, or maintenance of property held 
by the taxpayer as rental property are deductible even though such 
property was formerly held by the taxpayer for use as a home. 

(i) Eeasonable amounts paid or incurred by the fiduciary of an 
estate or trust on account of administration expenses, including fidu- 
ciaries’ fees and expenses of litigation, wdiich are ordinary and 
necessary in connection with the performance of the duties of ad- 
ministration are deductible under section 212, notwithstanding that 
the estate or trust is not engaged in a trade or business, except to the 
extent that such expenses are allocable to the production or collection 
of tax-exempt income. But see section 642(g) and the regulations 
thereunder for disallowance of such deductions to an estate where 
such items are allowed as a deduction under section 2053 or 2054 in 
computing the net estate subject to the estate tax. 

(j) Reasonable amounts paid or incurred for the services of a 
guardian or committee for a ward or minor, and other expenses of 
guardians and committees which are ordinary and necessary, in con- 
nection with the production or collection of income inuring to the 
ward or minor, or in connection with the management, conservation, 
or niaintenance of property, held for the production of income, b^e- 
longing to the ward or minor, are deductible. 

(k) Expenses paid or incurred in defending or perfecting title 
to property, in recovering property (other than investment prop- 
erty and amounts of income which, if and when recovered, must be 
included in gross income), or in developing or improving property, 
constitute a part of the cost of the property and are not deductible 
expenses. Attorneys’ fees paid in a suit to quiet title to lands are not 
deductible ; but if the suit is also to collect accrued rents thereon, that 
portion of such fees is deductible which is properly allocable to the 
services rendered in collecting such rents. Expenses paid or incurred 
in protecting or asserting one’s rights to property of a decedent as 
heir or legatee, or as beneficiary under a testamentary trust, are not 
deductible. 

(l) Expenses paid or incurred by an individual in connection -with 
the determination, collection,, or refund of any tax, whether the taxing 
authority be Federal, State, or municipal, and whether the tax be 
income, estate, gift, property, or any other tax, are deductible. Thus, 
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expenses paid or incurred by a taxpayer for tax counsel or expenses 
paid or incurred in connection v^ith the preparation of his tax returns 
or in connection with any proceedings involved in determining the 
extent of his tax liability or in contesting his tax liability are 
deductible. 

(in) An expense (not othei'wise deductible) paid or incurred by 
an individual in determining or contesting a liability asserted against 
him does not become deductible by reason of the fact that property 
held by him for the production of income may be required to be used 
or sold for the purpose of satisfying such liabilit}^ 

(n) Capital expenditures are not allowable as nontrade or nonbusi- 
ness expenses. The deduction of an item otherwise allowable under 
section 212 will not be disallowed simply because the taxpayer was 
entitled under subtitle A of the Internal Eevenue Code of 1954 to treat 
such item as a capital expenditure, rather than to deduct it as an ex- 
pense. For example, see section 266. Wliere, however, the item may 
properly be treated only as a capital expenditure or where it was 
properly so treated under an option granted in subtitle A, no deduction 
is allowable under section 212 ; and this is true regardless of whether 
any basis adjustment is allowed under any other provision of the In- 
ternal Revenue Code of 1954. 

( o) The provisions of section 212 are not intended in any way to dis- 
allow expenses which would otherwise be allowable under section 162 
and the regulations thereunder. Double deductions are not permitted. 
Amounts deducted under one provision of the Internal Revenue Code 
of 1954 cannot again be deducted under any other provision thereof. 

§ 1.213 Statutory PROvisioisrs ; Medical, Dental, Etc., Expenses. 

SBC. 213. MEDICAL, DENTAL, ETC., EXPENSES. 

(a) Allowance of Deduction. — There shall be allowed as a deduction 
the expenses paid during the taxable year, not compensated for by insur- 
ance or otherwise, for medical care of the taxpayer, his spouse, or a depend- 
ent (as defined in section 152) — 

(1) if neither the taxpayer nor his spouse has attained the age of 65 
before the close of the taxable year, to the extent that such expenses 
exceed 3 percent of the adjusted gross income ; or 

(2) if either the taxpayer or his spouse has attained the age of 65 
before the close of the taxable year— 

(A) the amount of such expenses for the care of the taxpayer and 

his spouse, and „ , . 

(B ) the amount by which such expenses for the care of such depend- 
ents exceed 3 percent of the adjusted gross income. 

(b) Limitation With Respect to Medicine and Drugs. — Amounts paid 
during the taxable year for medicine and drugs which (but for this subsec- 
tion) would be taken into account in computing the deduction under sub- 
section (a) shall be taken into account only to the extent that the aggregate 
of such amounts exceeds 1 percent of the adjusted gross incorne. 

(c) Maximum Limitations.— The deduction under this section shall not 
exceed $2,500, multiplied by the number of exemptions allowed for the 
taxable year as a deduction under section 151 (other than exemptions 
allowed by reason of subsection (c) or (d), relating to additional exemp- 
tions for age or blindness) ; except that the maximum deduction under this 
section shall be~— 

(1) $5,000, if the taxpayer is single and not the head of a household 
(as defined in section 1 (b) (2) ) and not a surviving spouse (as defined 
in section 2 (b) ) or is married but files a separate retui-n ; or 

(2) $10,000, if the taxpayer files a joint return with his spouse under 
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section 6013, or is the head of a household (as defined in section 1(b)(2)) 
or a suryiving spouse (as defined in section 2 (b) ). 

(d) Special Kule por Decedents. — 

(1) Treatment of expenses paid after death. — For purposes of 
subsection (a), expenses for the medical care of the taxpayer which are 
paid out of his estate during the 1-year period beginning with the day 
after the date of his death shall be treated as paid by the taxpayer at 
the time incurred. 

(2) Limitation. — Paragraph (1) shall not apply if the amount paid 
is allowable under section 2053 as a deduction in computing the taxable 
estate of the decedent, but this paragraph shall not apply if (within the 
time and in the manner and form prescribed by the Secretary or his 
delegate) there is filed — 

(A) a statement that such amount has not been claimed or allowed 
as a deduction under section 2053, and 

(B) a waiver of the right to have such amount allowed at any 
time as a deduction under section 2053. 

(e) Definitions. — For purposes of this section — 

(1) The term “medical care” means amounts paid — 

(A) for the diagnosis, cure, mitigation, treatment, or prevention 
of disease, or for the purpose of affecting any structure or function 
of the body (including amounts paid for accident or health insur- 
ance), or 

(B) for transportation primarily for and essential to medical care 
referred to in subparagraph (A). 

(2) The determination of whether an individual is married at any 
time during the taxable year shall be made in accordance with the pro- 
visions of section 6013 (d) (relating to determination of status as 
husband and wife). 

(f) Exclusion of Amounts Allowed for Care of Certain Depend- 
ents. — Any expense allowed as a deduction under section 214 shall not be 
treated as an expense paid for medical care. 

§ 1.213-1 Medical, Dental, Etc., Expenses. — (a) Alloioanoe of 
deduction, — (1) Section 213 permits a deduction of payments for 
certain medical expenses (including expenses for medicine and drugs) . 
Except as provided in paragraph (d) of this section (relating to special 
rule for decedents) a deduction is allowable only to individuals and 
only with respect to medical expenses actually paid during the taxable 
year, regardless of when the incident or event which occasioned the 
expenses occurred and regardless of the method of accounting em- 
ployed by the taxpayer in making his income tax return. Thus, if 
the medical expenses are incurred but not paid during the taxable year, 
no deduction for such expenses shall be allowed for such year. 

(2) Except as provided in subparagraph (4) (i) of this paragraph, 
only such medical expenses (including the allowable expenses for 
medicine and drugs) are deductible as exceed 3 percent of the ad- 
justed gross income for the taxable year. For the amount paid during 
the taxable year for medicine and drugs which may be taken into 
account in computing total medical expenses, see paragraph (b) of this 
section. For the maximum deduction allowable under section 213, 
see paragraph (c) of this section. As to what constitutes ‘^adjusted 
gross income”, see section 62 and the regulations thereunder. 

(3) (i) For medical expenses paid (including expenses paid for 
medicine and drugs) to be deductible, they must be for medical care of 
the taxpayer, his spouse, or a dependent of the taxpayer and not be 
compensated for by insurance or otherwise. See section 152 and the 
regulations thereunder for definition of a dependent. 
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(ii) An amount excluded from gross income under section 105 (c) 
or (d) (relating to amounts received under accident and health plans) 
and the regulations thereunder shall not constitute compensation for 
expenses paid for medical care. Exclusion of such amounts from 
gross income will not affect the treatment of expenses paid for medical 
care. 

(iii) The application of the rule allowing a deduction for medical 
expenses to the extent not compensated for by insurance or otherwise 
may be illustrated by the following example in which it is assumed 
that neither the taxpayer nor his wife has attained the age of 65 : 

Example. Taxpayer H, married to W and having one dependent 
child, had adjusted gross income for 1956 of $3,000. During 1956 he 
paid $300 for medical care, of which $100 was for treatment of his 
dependent child and $200 for an operation on W which was per- 
formed in September 1955. In 1956 he received a payment of $50 
for health insurance to cover a portion of the cost of W’s operation 
performed during 1955. The deduction allowable under section 213 
for the calendar year 1956, provided the taxpayer itemizes his de- 
ductions and does not compute his tax under section 3 by use of the 
tax table, is $160, computed as follows : 


Payments in 1956 for medical care $300 

Less : Amount of insurance received in 1950 50 

Payments in 1956 for medical care not compensated for during 1956 $250 

Less : 3 percent of $3,000 (adjusted gross income) 90 

Excess, allowable as a deduction for 1956 $100 


(4:) (i) Where either the taxpayer or his spouse has attained the age 
of 65 before the end of the' taxable year, the 3-percent limitation on 
the deduction for medical expenses does not apply with respect to 
expenses for the medical care of the taxpayer or his spouse. In such 
a case the taxpayer may deduct, subject to the 1-percent limitation 
with respect to medicine and drugs set forth in paragraph (b) of 
this section and subject to the maximum amount allowable as described 
in paragrajDh (c) of this section — 

{a) The amount of all fiayments for the medical care of the tax- 
payer and his spouse, and 

(5) The amount by which his jiayments for the medical care of 
his dependents exceed 3 i^ercent of his adjusted gross income. 

Ill determining the amount described in subdivision (i) (&) of this 
subparagraph, the amount described in subdivision (i) (a) of this 
subparagraph shall not be taken into account. 

(ii) For the purposes of this subparagraph, the age of a taxpayer 
shall be determined as of the last day of his taxable year. In the event 
of the taxpayer’s death, the date of his death shall be the last day 
of his taxable yeai\ The age of a taxpayer’s spouse shall be deter- 
mined as of the last day of the taxpayer’s taxable year, except that, if 
the spouse dies within such taxable year, her age shall be determined 
as of the date of her death. 

(iii) The application of subdivision (i) of this subparagraph may 
be illustrated by the following examples : 

Example (1). Taxpayer A, who attained the age of 65 on Feb- 
ruary 22, 1956, makes his return on the basis of the calendar year. 
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During the year 1956, A had adjusted gross income of $8,000, and 
paid the following medical bills: (a) $560 (7 percent of adjusted 
gross income) for the medical care of himself and his spouse, and 
(6) $160 (2 percent of adjusted gross income) for the medical care 
of his dependent son. No part of these payments was for medicine 
and drugs nor compensated for by insurance or otherwise. The 
allowable deduction under section 213 for 1956 is $560, the full 
amount of the medical expenses for the taxpayer and his spouse. 
No deduction is allowable for the amount of $160 paid for medical 
care of the dependent son since the amount of such payment (de-* 
termined without regard to the payments for the care of the taxpayer 
and his spouse) does not exceed 3 percent of adjusted gross income. 

Ewample {2), H and W, who have a dependent child, made a 
joint return for the calendar year 1956. H became 65 years of age on 
August 15, 1956. The adjusted gross income of H and W in 1956 
was $40,000 and they paid in such year the following amounts for 
medical care: {a) $3,000 for the medical care of H; (Z>) $2,000 for 
the medical care of W; and (c) $3,000 for the medical care of the 
dependent child. No part of these payments was for medicine and 
drugs nor compensatecl for by insurance or otherwise. The allowable 
deduction under section 213 for medical expenses paid in 1956 is 
$6,800 computed as follows : 


Payments for medical care of H and W in 1956 $5,000 

Payments for medical care of tlie dependent in 1956 $3,000 

Less: 3 percent of $40,000 (adjusted gross income) 1,200 1,800 


Allowable deduction for 1956 $6,800 


(b) Limitation with respect to medicine and drugs. — (1) Amounts 
paid for medicine and drugs are to be taken into account in computing 
the allowable deduction for medical ex|)enses paid during the taxable 
year only to the extent that the aggregate of such amounts exceecls 
1 percent of the adjusted gross income for the taxable year. Thus, if 
the aggregate of the amounts paid for medicine and drugs exceeds 
1 percent of adjusted gross income, the excess is added to other medical 
^penses for the purpose of computing th^ medical expense deduction. 
For definition of medicine and drugs, see paragraph (e) (2) of this 
section. The application of this subparagraph may be illustrated by 
the following example : 

Example. The taxpayer, a single individual with no deiDendents, 
had an adjusted gross income of $6,000 for the calendar year 1956. 
During 1956, he paid a doctor $300 for medical services, a hospital 
$^0 for hospital care, and also spent $100 for medicine and drugs. 
These payments were not compensated for by insurance or otherwise. 
The deduction allowable under section 213 for the calendar wear 
1956 is $260, computed as follows : 


Payments for medical care in 1956 : 

Boctor ' 

Hospital * [ 

Medicine and drugs • • • • 

Less : 1 percent of $6,000 (adjusted gross income) ! ] ! ] 

Total medical expenses to be taken into account 
Less: 3 percent of $6,000 (adjusted gross income) .... 

AUowable deduction for 1956. 


$300 

100 

40 

$440 

180 

$260 
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(2) The 1-percent limitation rule is applicable to all taxpayers, in- 
cluding a taxpayer (or his spouse) who has attained the age of 65. 
Ill a case where either a taxpayer or his siiouse has attained the age of 
65 and the taxpayer pays an amount in excess of 1 percent of adjusted 
gross income for medicine and drugs for himself, his spouse, and his 
dependents, it is necessary to apportion the 1 percent of adjusted gross 
income (the portion which is not taken into account as expenses paid 
for medical care) between the taxpayer and his spouse on the one hand 
and his dependents on the other. The iiart of the 1 percent allocable 
to the taxpayer and his spouse is an amount which bears the same ratio 
to 1 percent of his adjusted gross income which the amount paid for 
medicine and drugs for the taxpayer and his spouse bears to the total 
amount paid for medicine and drugs for the taxpayer, his spouse, and 
his dependents. The balance of the 1 percent shall be allocated to 
his dependents. The amount paid for medicine and drugs in excess 
of the allocated part of the 1 percent shall be taken into account as 
payments for medical care for the taxpayer and his spouse on the one 
hand and his dependents on the other, respectively. The application 
of this subparagraph may be illustrated by the following example : 
Example, H and W, who have a dependent child, made a joint 
return for the calendar year 1956. H became 65 years of age on 
September 15, 1956. The adjusted gross income of H and W for 1956 
is $10,000. During the year, H and W paid the following amounts 
for medical care: (i) $1,000 for doctors and hospital expenses and 
$180 for medicine and drugs for themselves; and (ii) $500 for 
doctors and hospital expenses and $140 for medicine and drugs for 
the dependent child. These payments were not compensated for by 
insurance or otherwise. The deduction allowable under section 
213(a) (2) for medical expenses paid in 1956 is $1,420, computed 
as follows: 

K and W 

Payments for doctors and hospital 

Payments for medicine and drugs $180.00 

Less: limitation for medicine and drugs (see computation 
below) 56.25 

Medical expenses for H and W to be taken into account 

Deperident 

Payments for doctors and hospital $500.00 

Payments for medicine and drugs $140.00 

Less : Limitation for medicine and drugs (see com- 
putation below) 43.75 96.25 


$1,000.00 

123.75 

$1,123.75 


Total medical expenses $596.25 

Less : 3 percent of $10,000 (adjusted gross income) 300.00 


Medical expenses for the dependent to be taken into account $296.25 

Allowable deduction for 1956 $1,420.00 


Payments for medicine and drugs 

H and W $180.00 

Dependent 140.00 


Total payments $320.00 

Less : 1 percent of $10,000 (adjusted gross income) 100.00 

Payments to be taken into account 220.00 


459586 "— 58 - 


-10 
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Allocation of 1 percent exclusion 


H and W^XS 100 = ?56.25 

Dependeiitl|5x$100= 43.75 

oJt{) 

Total $100.00 


(c) Maxinuwi limitations. — (1) The maximum deduction allowable 
for medical expenses paid in any one taxable year is the lesser of : 

(1) $2,500 multiplied by the number of exemiitions alloAved under 
section 151 (exclusive of exemptions allowed under section 151 (cl 
for a taxpayer or spouse attaining the age of 65, or section 151(d) 
for a taxpayer who is blind or a spouse who is blind) ; 

(ii) $5,000, if the taxpayer is single, not the head of a household 
(as defined in section 1(b) (2) ) and not a surviving spouse (as defined 
in section 2(b)), or is married and files a separate return; or 

(iii) ^ $10,000, if the taxpayer is married and files a joint return 
with his spouse under section 6013, or is the head of a household (as 
defined in section 1(b) (2) ) or a surviving spouse (as defined in section 
2(b)). 

(2) The application of subparagraph (1) of this paragraph may 
be illustrated by the following example : 

Example. H and W made a joint return for the calendar year 
1956 and were allowed five exemptions (exclusive of exemptions 
under section 151 (c) or (d)), one for each taxpayer and three for 
their dependents. The adjusted gross income of H and W in 1956 
was $40,000. They paid during such year $12,500 for medical care, 
no part of which is compensated for by insurance or otherwise. The 
dechiction allowable under section 213 for the calendar year 1956 
IS $10,000, computed as follows: 

Payments for medical care in 1956 $12 500 

Less : 3 percent of $40,000 (adjusted gross income) ' 1,200 

Excess of medical expenses in 1956 over 3 percent of adjusted gross 
income income ” ^00 

Allowable deduction for 1956 ($2,500 multiplied by 5 exemptions al- 
lowed under section 151 (b) and (e) but not in excess of $10,000) . . 10,000 


— (1) For the purpose of section 
Ll3(a) , expenses for medical care of the taxpayer which, are paid out 
ot Ills estate during the Tyear period beginning with the day after 
the date of his death shall be treated as paid by the taxpayer at the 
ime the medical services were rendered. However, no credit or 
refund of tax shall be allowed for any taxable year for which the 
statutory period for fihng a claim has expired. See section 6511 and 
the regulations thereunder. 

prescribed in subparagraph (1) of this paragraph 
where the amount so paid is allowable under section 

uSL the taxable estate of the decedent 

unless there is filed in duplicate (i) a statement that such amount 
has not been allowed as a deduction under section 2053 in coinputin<T 
the taxable estate of the decedent and (ii) a waiver of the right to 
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have such amount allowed at any time as a deduction under section 
2053. The statement and waiver shall he filed with or for association 
with the return, amended return, or claim for credit or refund for the 
decedent for any taxable year for which such an amount is claimed 
as a deduction. 

(e) Definitions.-^ — (1) OeneTal.— {i) The term “medical care” in- 
cludes the diagnosis, cure, mitigation, treatment, or prevention of dis- 
ease. Expenses paid for “medical care” shall include those paid for 
the purpose of affecting any structure or function of the body, for 
accident or health insurance, or for transportation primarily for and 
essential to medical care. Amounts paid for hospitalization insur- 
ance, for membership in an association furnishing cooperative or so- 
called free-choice medical service, or for group hospitalization and 
clinical care are expenses paid for medical care. However, premiums 
paid by a taxpayer under an insurance contract which provides reim- 
bursement for loss of earnings due to accident or illness do not con- 
stitute amounts expended for medical care. In the case of a policy 
providing reimbursement for both loss of earnings and medical ex- 
penses, only the pro rata portion of such premium payments which 
is properly attributable to the coverage for medical expenses will 
constitute an expense paid for medical care. 

(ii) Amounts paid for operations or treatments affecting and por- 
tion of the body, including obstetrical expenses and expenses of- 
therapy or X-ray treatments, are deemed to be for the purpose of 
affecting any structure or function of the body and are therefore paid 
for medical care. Amounts expended for illegal operations or treat- 
ments are not deductible. Deductions for expenditures for medical 
care allowalole under section 213 will be confined strictly to expenses 
incurrecl primarily for the prevention or alleviation of a physical or 
mental defect or illness. Thus, payments for the following are pay- 
ments for medical care : Hospital services, nursing services (including 
nurses’ board where paid by the taxpayer), medical, laboratory, 
surgical, dental and other diagnostic and healing services. X-rays, 
medicine and drugs (as defined in subparagraph (2) of this para- 
graph, subject to the 1-percent limitation in paragraph (b) of this 
section) , artificial teeth or limbs, and ambulance hire. However, an 
expenditure which is merely beneficial to the general health of an 
individual, such as an expenditure for a vacation, is not an expendi- 
ture for medical care. 

(iii) A capital expenditure for a permanent improvement or bet- 
terment of property shall not be deductible as mi expenditure for 
medical care, even though it may have some relation to medical care. 
Thus, the cost of a swimming pool, the addition of an elevator or a 
first floor bedroom and bath to a house for the benefit of a person 
unable to climb stairs, the installation of an oil burner to alleviate 
an allergy to coal, etc., would not be a deductible expense. A capital 
expenditure which is related only to the sick person and is not related 
to permanent improvement or betterment of property, if it otherwise 
qualifies as an expenditure for medical care, shall, however, be de- 
ductible; for example, an expenditure for eye glasses, a seeing eye 
dog, artificial teeth and limbs, a wheel chair, crutches, an inclinator 
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or an air conditioner wliicli is detachable from the property and 
purchased only for the use of a sick person, etc. 

(iv) Expenses paid for transportation primarily for and essential 
to the rendition of the medical care are expenses paid for medical 
care. However, an amount allowable as a deduction for ‘^transpor- 
tation primarily for and essential to medical care” shall not include 
the cost of any meals and lodging while away from home receiving 
medical treatment. For example, if a doctor prescribes that a tax- 
payer go to a warm climate in order to alleviate a specific chronic 
ailment, the cost of meals and lodging while there w-ould not be de- 
ductible. On the other hand, if the travel is undertaken merely for 
the general improvement of a taxpayer’s health, neither the cost of 
transportation nor the cost of meals and lodging would be deduc- 
tible. If a elector prescribes an operation or other medical care, and 
the taxpayer chooses for purely personal considerations to travel to 
another locality (such as a resort area) for the operation or the other 
medical care, neither the cost of transportation nor the cost of meals 
and lodging (except where paid as part of a hospital bill) is 
deductible. 

(v) The cost of in-patient hospital care (including the cost of 
meals and lodging therein) is an expenditure for medical care. The 
extent to which expenses for care in an institution other than a hospital 
shall constitute medical care is primarily a question of fact which 
depends upon the condition of the individual and the nature of the 
ser-^nces he receives (rather than the nature of the institution). A 
private establishment which is regularly engaged in providing the 
types of care or services outlined in this subdivision shall be con- 
sidered an institution for purposes of the rules provided herein. In 
general, the following rules will be applied : 

(a) 'i^Tiere an individual is in an institution because his condition 
is such that the availability of medical care (as defined in subdivi- 
sions (i) and (ii) of this subparagraph) in such institution is a prin- 
cipal reason for his presence there, and meals and lodging are fur- 
nished as a necessary incident to such care, the entire cost of medical 
care and meals ^ and lodging at the institution, which are furnished 
while the individual requires continual medical care, shall constitute 
an expense for medical care. For example, medical care includes the 
entire cost of institutional care for a person who is mentally ill and 
unsafe when left alone. Wliile ordinary education is not medical 
care, the cost of medical care includes the cost of attending a special 
school for a mentally or physically handicapped individual, if his 
condition is such that the resources of the institution for alleviating 
such mental or physical handicap are a principal reason for his presi 
ence there. In such a case, the cost of attending such a special school 
will include the cost of meals and lodging, if supplied, and the cost 
of ordinary education furnished which is incidental to the special 
services furnished by the school. Thus, the cost of medical care in- 
cludes the cost of attending a special school designed to compensate 
for or overcome a physical handicap, in order to qualify the indi- 
vidual for future normal education or for normal living, such as a 
school for the teaching of braille or lip reading. Similarly, the cost 
of care and supervision, or of treatment and training, of a mentally 
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retarded or pliysically handicapped individual at an institution is 
within the meaning of the term “medical care”. 

(b) Wliere an individual is in an institution, and his condition is 
such that the availability of medical care in such institution is not a 
principal reason for his presence there, only that part of the cost of 
care in the institution as is attributable to medical care (as defined 
in subdivisions (i) and^ (ii) of this subparagraph) shall be con- 
sidered as a cost of medical care; meals and lodging at the institu- 
tion in such a case are not considered a cost of medical care for pur- 
poses of this section. For example, an individual is in a home for 
the aged for personal or family considerations and not because he re- 
quires medical or nursing attention. In such case, medical care con- 
sists only of that part of the cost for care in the home which is at- 
tributable to medical care or nursing attention furnished to him; 
his meals and lodging at the home are not considered a cost of medi- 
cal care. 

(g) It is immaterial for purposes of this subdivision whether the 
medical care is furnished in a Federal or State institution or in a 
private institution. 

(vi) See section 262 and the regulations thereunder for disallow- 
ance of deduction for personal, living, and family expenses not falling 
within the definition of medical care. 

(2) Medicine and drugs . — The term “medicine and drugs” shall 
include only items which are legally procured and which are gen- 
erally accepted as falling within the category of medicine and drugs 
(whether or not requiring a prescription). Such term shall not in- 
clude toiletries or similar preparations (such as toothpaste, shaving 
lotion, shaving cream, etc.) nor shall it include cosmetics (such as 
face creams, deodorants, hand lotions, etc., or any similar preparation 
used for ordinary cosmetic purposes) or sundry items. Amounts ex- 
pended for items which, under this subparagraph, are excluded from 
the term “medicine and drugs” shall not constitute amounts expended 

for “medical care”. ^ ^ ^ ^ ^ 

(3) Status as spouse or dependent— In the case of medical expenses 
for the care of a person who is the taxpayer’s spouse or dependent, the 
deduction under section 213 is allowable if the status of such person 
as “spouse” or “dependent” of the taxpayer exists either at the time 
the medical services were rendered or at the time the expenses were 
paid. In determining whether such status as “spouse” exists, a tax- 
payer who is legally separated from his spouse under a decree of 
separate maintenance is not considered as married. Thus, paymeihs 
made in June 1956 by A, for medical services rendered in 1955 to B, 
his wife, may be deducted by A for 1956 even though, before the pay- 
ments were made, B may have died or in 1956 secured a divorce. Bay- 
ments made in July 1956 by C, for medical services rendemd to D in 
1955 may be deducted by C for 1956 even though C and D were not 

married until June 1956. ^ . 7 j ^ 

(f) Exclusion of amount allowed for care of certain dependents.— 
Amounts allowable under section 214 as a deduction for the care of 
certain dependents shall not be treated as expenses paid for medical 

(g) Reimbursement for expenses paid in prior years.— {!) Where 
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pimbursenient, from insurance or otherwise, for medical expenses 
is received in a taxable year subsequent to a year in which a deduc- 
tion was claimed on account of such expenses, the reimbursement must 
be included in gross income in such subsequent year to the extent at- 
tributable to (and not in excess of) deductions allowed under section 
213 for any prior taxable year. See section 104, relating to compen- 
sation for injuries or sickness, and section 105(b), relating to amounts 
expended for medical care, and the regulations thereunder, with re- 
gard to amounts in excess of or not attributable to deductions allowed. 

(2) If no medical expense deduction was taken in an earlier year, 
for example, if the standard deduction under section 141 was taken 
for the earlier year, the reimbursement received in the taxable year 
for the medical expense of the earlier year is not includible in gToss 
income. 

(S) In order to allow the same aggregate medical expense deduc- 
tions as if the reimbursement received in a subsequent year or years 
had been received in the year in which the payments for medical care 
were made, the following rules shall be followed: 

(i) If the amount of the reimbursement is equal to or less than 
the amount which was deducted in a prior year, the entire amount 
of the reimbursement shall be considered attributable to the deduc- 
tion taken in such prior year (and hence includible in gross income) ; 


(ii) If the amount of the reimbursement received in such subse- 
auent year or years is greater than the amount which was deducted 
tor the prior year, that portion of the reimbursement received which 
IS equal in amount to the deduction taken in the prior year shall be 
considered as attributable to such deduction (and hence includible 
in gross income) ; but 

u deduction for the prior year would have been greater 

but tor the hmitations on the maximum amount of such deduction 
provided by section 213(c), then the amount of the reimbursement 
attributable to such deduction (and hence includible in gross income) 
snail be the amount of the reimbursement received in a subsequent 
year or years reduced by the amount disallowed as a deduction be- 
cause of the maximum limitation, but not in excess of the deduction 
allowed tor the previous year. 

(4) The application of subparagraphs (1), (2), and (3) of this 

paragraph may be illustrated by the following examples : 

Emam^le (2). Taxpayer A, a single individual (not the head of 

i spouse) with one dependent, is en- 

titled to two exemptions under the provisions of section 151. He had 
an adjusted gross income of $36,000 for the calendar year 1956. Hur- 
ing p56 he paid $9,000 for medical care. A received no reimburse- 
such medical expenses in 1956, but in 1957 he received 
P covering the medical expenses which 

1 ■ ■ a deduction of $5,000 (the maxi- 

^ his adjusted gross income for 1956. The amount which 

f the amount 

follows ^ computed as 
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Payments for medical care in 1956 (not reimbursed in 1956) $9,000 

Less : 3 percent of $35,000 (adjusted gross income) l’050 

Excess of medical expenses not reimbursed in 1956 oyer 3 percent of 

adjusted gross income 7,950 

Allowable deduction for 1956 s’oOO 

Amount by which the medical deduction for 1956 would have been 
greater than $5,000 but for the limitations on the maximum amount 

provided by section 213 2,950 

Reimbursement received in 1957 $6,000 ’ ^ 

Less : Amount by which the medical deduction for 1956 ^vould 
have been greater than $5,000 but for the limitations on the 
maximum amount provided by section 213 2,950 

Reimbursement received in 1957 reduced by the amount by which 
the medical deduction for 1956 would have been greater than 
$5,000 but for the limitations on the maximum amount provided 
by section 213 3,050 

Amount attributed to medical deduction taken for 1956 $3,050 

Amount to be included in gross income for 1957 3,050 


Amount to be excluded from gross income for 1957 ($6,000 less $3,050) . . 2,950 

Example (2 ) . Assuming that A, in example (1) , received $8,000 
in 1957 as reimbursement for the medical expenses which he paid in 
1956, the amount which A must include in his gross income for 1957 
is $5,000 and the amount to be excluded from gross income for 1957 
is $3,000, computed as follows : 


Reimbursement received in 1957 $8,000 

Less : Amount by which the medical deduction for 1956 would have been 
greater than $5,000 but for the limitations on the maximum amount 
provided by section 213 2,950 


Reimbursement received in 1957 reduced by the amount by which the 
medical deduction for 1956 would have been greater than $5,000 but 
for the limitations on the maximum amount provided by section 213. . $5,050 


Deduction allowable for 1956 $5,000 

Amount of reimbursement received in 1957 to be included in gross income 

for 1957 as attributable to deduction allowable for 1956 5,000 

Amount to be excluded from gross income for 1957 ($8,000 less $5,000) . . 3,000 


(h) Substantiation of deductions . — In connection with claims for 
deductions under section 213, the taxpayer shall furnish the name and 
address of each person to whom payment for medical expenses was 
made and the amount and date of the payment thereof in each case. 
If payment was made in kind, such fact shall be so reflected. Claims 
for deductions must be substantiated, when requested by the^ district 
director, by a statement or itemized invoice from the individual or 
entity to which payment for medical expenses was made showing the 
nature of the service rendered, and to or for whom rendered ; the nature 
of any other item of expense and for whom incurred and for what 
specific purpose, the amount paid therefor and the date of the payment 
thereof ; and by such other information as the district director may 
deem necessary. 

§ 1.215 Statutory Provisions; Alimony, etc.. Payments. 

SEC. 215. ' ALIMONY, ETC., PAYMENTS. 

(a) General Rule.— In the case of a husband described in section 71, 
there shall be allowed as a deduction amounts includible under section 71 
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in the gross income of his wife, payment of which is made within the 
husband’s taxable year. No deduction shall be allowed under the pre- 
ceding sentence with respect to any payment if, by reason of section 71(d) 
or 682, the amount thereof is not includible in the husband’s gross income. 

(b) Ckoss Refeeence. — ^For definitions of “husband” and “wife”, see 
section 7701(a) (17). 

§ 1.215-1 Periodic Alimony, Etc., Payments —(a) A deduction 
is allowable under section 215 with, respect to periodic payments in the 
nature of, or in lieu of, alimony or an allowance for support actually 
paid by the taxpayer during his taxable year and required to be in- 
cluded in the income of the payee wife or former wife, as the case may 
be, under section 71. As to the amounts required to be included in 
the income of such wife or former wife, see section 71 and the regula- 
tions thereunder. For definition of “husband” and “wife”, see section 
7701(a) (17). 

(b) The deduction under section 215 is allowed only to the obligor 
spouse. It is not allowed to an estate, trust, corporation, or any other 
person who may pay the alimony obligation of such obligator spouse. 
The obligor spouse, however, is not allowed a deduction for any pe- 
riodic payment includible under section 71 in the income of the wife 
or former wife, which payment is attributable to property transferred 
in discharge of his obligation and which, under section 71(d) or 
section 682, is not includible in his gross income. 

(c) The following examples, in which both H and W file their in- 
come tax returns on the basis of a calendar year, illustrate cases in 
which a deduction is or is not allowed under section 215 : 

Example (7). Pursant to the terms of a decree of divorce, H in 
1956, transferred securities valued at $100,000 in trust for the benefit 
of W, which fully discharged all his obligations to W. The periodic 
payments made by the trust to W are required to be included in W’s 
income under section 71. Such payments are stated in section 71(d) 
not to be includible in H’s income and, therefore, under section 215 
are not deductible from his income. 

Exaimfle (2). A decree of divorce obtained by W from H incor- 
porated a previous agreement of H to establish a trust, the trustees of 
which were instructed to pay W $5,000 a year for the remainder of 
her life. The court retained jurisdiction to order IT to provide fur- 
ther payments if necessary for the support of W. In 1956 the trustee 
paid to W $4,000 from the income of the trust and $1,000 from the 
corpus of the trust. Under the provisions of sections 71 and 682(b), 
W would include $5,000 in her income for 1956. IT would not in- 
clude any part of the $5,000 in his income nor take a deduction there- 
for. If H had paid the $1,000 to W pursuant to court order rather 
than allowing the trustees to pay it out of corpus, he would have 
been entitled to a deduction of $1,000 under the provisions of section 
215. 

^ (d) For other examples, see sections 71 and 682, and the regula- 
tions thereunder. 
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§ 1.216 Statutory Provisions; Amounts Representing Taxes 
AND Interest Paid to Cooperative Housing Corporation. 

SEC. 216. AMOUNTS REPRESENTING TAXES AND INTEREST 
PAID TO COOPERATIVE HOUSING CORPORATION. 

(a) Allowance op Deduction. — In the case of a tenant-stockholder (as 
defined in subsection (b) (2), there shall be allowed as a deduction amounts 
(not otherwise deductible) paid or accrued to a cooperative housing corpo- 
ration within the taxable year, but only to the extent that such amounts 
represent the tenant-stockholder’s proportionate share of — 

(1) the real estate taxes allowable as a deduction to the corporation 
under section 164 which are paid or incurred by the corporation on the 
houses or apartment building and on the land on which such houses 
(or building) are situated, or 

(2) the interest allowable as a deduction to the corporation under 
section 163 which is paid or incurred by the corporation on its indebted- 
ness contracted — 

(A) in the acquisition, construction, alteration, rehabilitation, or 
maintenance of the houses or apartment building, or 

(B) in the acquisition of the land on which the houses (or apart- 
ment building) are situated. 

(b) Definitions. — For purposes of this section — 

(1) Cooperative housing corporation. — The term “cooperative hous- 
ing corporation” means a corporation — 

(A) having one and only one class of stock outstanding, 

(B) each of the stockholders of which is entitled, solely by reason 
of his ownership of stock in the corporation, to occupy for dwelling 
purposes a house, or an apartment in a building, owned or leased by 
such corporation, 

(C) no stockholders of which is entitled (either conditionally or 
unconditionally) to receive any distribution not out of earnings and 
profits of the corporation except on a complete or partial liquidation 
of the corporation, and 

(D) 80 percent or more of the gross income of which for the tax- 
able year in which the taxes and interest described in subsection (a) 
are paid or incurred is derived from tenant-stockholders. 

(2) Tenant-stockholder. — The term “tenant-stockholder” means an 
individual who is a stockholder in a cooperative housing corporation, 
and whose stock is fully paid-up in an amount not less than an amount 
shown to the satisfaction of the Secretary or his delegate as bearing a 
reasonable relationship to the portion of the value of the corporation’s 
equity in the houses or apartment building and the land on which situ- 
ated which is attributable to house or apartment which such individual 
is entitled to occupy. 

(3) The term “tenant-stockholder’s proportionate share” means that 
proportion which the stock of the cooperative housing corporation owned 
by the tenant-stockholder is of the total outstanding stock of the corpora- 
tion (including any stock held by the corporation). 

§ 1.216-1 Amounts Eepresenting Taxes and Interest Paid to 
Cooperative Housing Corporation. — (a) General rule, — A tenant- 
stockholder may deduct from his gross income amounts paid or ac- 
crued within his taxable year to a cooperative housing corporation 
representing certain taxes or interest paid or incurred by the corpora- 
tion. Such amounts are not allowable as a deduction unless they 
represent the tenant-stockholder’s proportionate share of-— 

( 1 ) The real estate taxes allowable as a deduction to the corpora- 
tion under section 164 which, are paid or incurred by the corporation 
before the close of the taxable year of the tenant-stockholder on the 
houses (or apartment building) and the land on which the houses 
(or apartment building) are situated, or 
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(2) The interest allowable as a deduction to the corporation under 
section 163 which is paid or incurred by the corporation before the 
close of the taxable year of the tenant-stockholder on its indebtedness 
contracted in the acquisition, construction, alteration, rehabilitation, 
or maintenance of the houses (or apartment building), or in the ac- 
quisition of the land on which the houses (or apartment building) are 
situated. 


(b) Limitation . — The deduction allowable under section 216 shall 
not exceed the amount of the tenant-stockholder’s proportionate share 
of the taxes and interest described therein. In case a tenant-stock- 
holder pays or incurs all or a part of his proj)ortionate share of such 
taxes and interests to the corporation, the amount so paid or incurred 
which represents taxes and interest is allowable as a deduction if the 
requirements of section 216 are otherwise satisfied. As used in this 
section, the tenant-stockliolder’s proportionate share is that propor- 
tion which the stock of the cooperative housing corporation owned 
by the tenant-stockholder is of the total outstanding stock of the 
corporation, including any stock held by the corporation. If a tenant- 
stocldiolder pays or incurs to the coi'poration an amount on account 
of such taxes and interest and other items, such as maintenance, over- 
head expenses, and curtailment of mortgage indebtedness, the amount 
representing such taxes and interest is an amount which bears the 
same ratio to the total amount of the tenant-stockholder’s payment 
or liability, as the case may be, as the total amount of the tenant- 
stockholder’s proportionate share of such taxes and interest bears to 
the total amount of the tenant-stockholder’s proportionate share of 
the taxes, interest, and other items on account of which such payment 
is made or liability incurred. No deduction is allowable under sec- 
tion 216 for such part of amounts representing the taxes or interest 
described in that section as is deductible by a tenant-stockholder under 
any other provision of the Internal Eevenue Code of 1954. 

(c) Coopemtwe housing corporation.— (1) One class of stock . — 
In order to qualify as a “cooperative housing corporation” under 
section 216, the corporation shall have one and only one class of 
stock outstanding. However, a special classification of preferred 
stock, in a nominal amount not exceeding $100, issued to a Federal 
housing agency or other governmental agency solely for the purpose 
of creating a security device on the mortgage indebtedness of the 
corporation, will not be considered as a “class of stock” within the 
meaning of section 216. 


(2) Right of occupancy. ^Each stocMiolder of the corporation must 
be entitled to occupy for dwelling purposes an apartment in a build- 
unit in a housing development owned or leased by such 
^rpoiation. The stockholder is not required to occupy the premises. 
The ii^ht as against the corporation to occupy the premises is suffi- 
cient. buch right must be conferred on each stockholder solely by 
reason of his ownership of stock in the corporation, that is, the stock 
must ^Jtitle the owner Jiereof either to occupy the premises or to a 
lease of the premises The fact that the right to continue to occupy 
the premises is dependent upon the payment of charges to the cor poi a- 
tion in the nature of rentals or assessments is immaterial. 
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(3) Distrihutions . — None of the stockholders of the corporation 
may be entitled, either conditionally or unconditionally, except upon a 
complete or partial liquidation of the corporation, to receive any dis- 
tribution other than out of earnings or profits of the corporation. 

(4) Gross income . — It is a prerequisite to the allowance of a deduc- 
tion under section 216 that at least 80 percent of the gross income of 
the corporation for the taxable year of the corporation in which the 
taxes and interest are paid or incurred is derived from tenant- 
stockholders. 

(d) T enant-stochholder . — The term ‘‘tenant-stockholder” means an 
individual who is a stockholder in a cooperative housing corporation, 
as defined in section 216, and whose stock is fully paid up in an 
amount at least equal to an amount shown to the satisfaction of the 
district director as bearing a reasonable relationship to the portion of 
the fair market value, as of the date of the original issuance of the 
stock, of the corporation’s equity in the building and the land on 
which it is situated which is attributable to the apartment or housing 
unit which such individual is entitled to occupy. 

(e) Examples . — The application of section 216 may be illustrated 
by the following examples, which i^efer to apartments but which are 
equally applicable to housing units : 

Example (1). The X Corporation is, and at all times since 1957 
has been, a cooperative housing corporation within the meaning of 
section 216. In 1957 it purchased a site and constructed thereon a 
building with 10 apartments at a total cost of $200,000. The fair 
market value of the land and building was likewise $200,000 at the 
time of completion of the building. Each apartment is of equal 
value. Upon completion of the building, the X Corporation mort- 
gaged the land and building for $100,000, and sold its total author- 
ized capital stock, consisting of 1,000 shares of common stock, for 
$100,000. The stock was purchased by 10 individuals, each of whom 
paid $10,000 for 100 shares. Each certificate for 100 shares provides 
that the holder thereof is entitled to a lease of a particular apart- 
ment in the building for a specified term of years. Each lease pro- 
vides that the lessee shall pay his proportionate part of the corpo- 
ration’s expenses. In 1957 the original owner of 100 shares of the 
common stock of the X Corporation and of the lease to apartment 
No. 1 made a gift of the stock and lease to A, an individual. The 
taxable year of A and of the X Corporation is the calendar year. 
The corpox'ation computes its taxable income on an accrual method, 
while A computes his taxable income on the cash receipts and dis- 
bursements method. In 1958 the X Corporation incurred expenses 
aggregating $13,800, namely, $4,000 for the real estate taxes oh the 
land and building, $5,000 tor the interest on the mortgage, $3,000 
for the maintenance of the building, and $1,800 for other expenses. 
In 1959, A pays the X Corporation $1,380, representing his propor- 
tionate part of the expenses incurred by the corporation. The en- 
tire gross income of the X Corporation for 1958 was derived from 
tenant-stockholders. A is entitled under section 216 to a deduction 
of $900 in computing his taxable income for 1959. The deduction 
is computed as follows ; 
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Shares of stock of X Corporation owned by A 

Shares of stock of X Corporation owned by 9 other tenant-stockholders . 


100 

900 


Total shares of stock of X Corporation outstanding 1,000 

Proportion of outstanding stock of X Corporation owned by A 1/10 


Expenses incurred by X Corporation : 


E-eal estate taxes $4,000 

Interest 5,000 

Maintenance 3,000 

Other expenses 1,800 


$13,800 

Amount paid by A representing his proportionate part of such 


expenses (1/10 of $13,800) $1,380 


A’s proportionate part of real estate taxes and interest based on 

his stock ownership (1/10 of $9,000) $900 

A’s proportionate part of total corporate expenses based on his 

stock ownership (1/10 of $13,800) 1,380 

Amount of A’s payment representing real estate taxes and in- 
terest (900/1380 of $1,380) 900 

A’s allowable deduction 900 


Since tlie stock which A acquired bjt gift was fully paid up by his 
donor in an amount equal to the portion of the fair market value, as 
of the date of the original issuance of the stock, of the cor])oration’s 
equity in the land and building which is attributable to apartment 
ISTo. 1, the requirement of section 216 in this regard is satisfied. The 
fair market value at the time of the gift of the corporation’s equity 
attributable to the apartment is immaterial. 

Example {2). The facts are the same as in example (1) except 
that the building constructed by the X Corporation contained, in 
addition to the 10 apartments, business space on the ground floor, 
which the corporation rented at $2,400 for the calendar year 1958, 
The corporation deducted the $2,400 from its expenses in determin- 
ing the amount of the expenses to be prorated among its tenant- 
stockliolders. The amount paid by A to the corporation in 1959 is 
$1,140 instead of $1,380. More than 80 percent of the gross income 
of the corporation for 1958 was derived from tenant-stockholders. 
A IS entitled under section 216 to a deduction of $T43.48 in comput- 
ing his taxable income for 1959. The deduction is computed as 
follows : 


Expenses incurred by X Corporation 
Less : Bent from business space. . . . 


$13,800.00 

2,400.00 


Expenses to be prorated among tenant-stockholders $11 400 00 

proportionate part of such ex- 

penses (1/10 of $11,400) ^ ij. a aa 


A’s proportionate part of real estate taxes and interest based on his 
stock ownership (1/10 of $9,000) _ 

corporate expenses based on’his 
stock ownership (1/10 of $13,800) 

^S/lM(f 'of ^$l'SoT taxes and’interest 

A’s allowable deduction 


$900.00 

1,380.00 

743.48 

743.48 
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Since tlie portion of A’s i^ayment allocable to real estate taxes and 
interest is only $743.48, that amount instead of $900 is allowable as 
a deduction in computing A’s taxable income for 1959. 

Exam fie (^). The facts are the same as in example (2) except 
that the amount paid by A to the X Corporation in 1959 is Sl.OOO 
instead of $1,140. A is entitled under section 216 to a deduction of 
$652.17 in computing his taxable income for 1959. The deduction 
is computed as follows: 


Total amount paid by A 5^1,000.00 

A’s proportionate part of real estate taxes and interest based on bis 

stock ownership (1/10 of $9,000) 900.00 

A’s proportionate part of total corporate expenses based on his stock 

ownership (1/10 of $13,800) 1,380.00 

Amount of A’s payment representing real estate taxes and interest 

(900/1380 of $1,000) 652.17 

A’s allowable deduction 652.17 


Since the portion of A’s payment allocable to real estate taxes and 
interest is only $652.17, that amount instead of $900 is allowable as a 
deduction in computing A’s taxable income for 1959. 

§ 1.217 Statutoky Provisions; Cross References. 

SKG. 217. CROSS REFERENCES. 

(1) For deduction for long-term capital gains in the case of a taxpayer 
other than a corporation, see section 1202. 

(2) For deductions in resiject of a decedent, see section 691. 

ITEMS not deductible 

§ 1.264 Statutory Provisions; Items Not Deductible; Certain 
Amounts Paid in Connection With Insurance Contracts. 

SEC. 264. certain AMOUNTS PAID IN CONNECTION WITH IN- 
SURANCE CONTRACTS. 

(a) Geneeal Rule. — No deduction shall be allowed for — 

(1) Premiums paid on any life insurance policy covering the life of 
any officer or employee, or of any person financially interested in any 
trade or business carried on by the taxpayer, when the taxpayer is 
directly or indirectly a beneficiary under such policy. 

(2) Any amount paid or accrued on indebtedness incurred or con- 
tinued to purchase or carry a single premium life insurance, endowment, 
or annuity contract. 

Paragraph (2) shall apply in respect of annuity contracts only as to con- 
tracts purchased after March 1, 1954. 

(b) CoNTEACTS Treated as Single Premium Contracts.— F or purposes 
of subsection (a) (2), a contract shall be treated as a single premium 

contract — , ^ ^ -xi- 

(1) if substantially all the premium on the contract are paid within 
a period of 4 years from the date on which the contract is purchased, or 

(2) if an amount is deposited after March 1, 1954, with the insurer 
for payment of a substantial number of future premiums on the contract. 

§ 1.264—1 Premiums ON Life Insurance Taken Out IN A Trade OR 
13usiness. — (a) ^Wlxe^ fTem/iumjS OLTe 'fiot deductihZe'^ Premiums paid 
by a taxpayer on a life insurance policy are not deductible^ from the 
taxpayer’s gross income, even though they would otherwise be de- 
ductible as trade or business expenses, if they are paid on a life in- 
surance policy covering the life of any officer or employee of the 
taxiiayer, or any person (including the taxpayer) who is financially 
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interested in any trade or business carried on by the taxpayer, when 
the taxpayer is directly or indirectly a beneficiary of the policy. For 
additional provisions relating to the nondeductibility ot premiums 
paid on life insurance policies (whether under section 162 or any other 
section of the Internal Eevenue Code of 1954) , see section 262 relating 
to personal, living, and family expenses, and section 265, relating to 
expenses allocable to tax-exempt income. 

(b) 'When taxpayer is a beneficiary.— If a taxpayer takes out a 
policy for the purpose of protecting himself from loss in the event or 
the death of the insured, the taxpayer is considered a beneficiary di- 
rectly or indirectly under the policy. However, if the taxpayer is not 
Pv beneficiary mider the policy, the premiums so paid will not be dis- 
allowed as deductions merely because the taxpayer may derive a 
benefit from the increased efficiency of the officer or employee insured. 
See section 162 and the regulations thereunder. A taxpayer is con- 
sidered a beneficiary under a policy where, for example, he, as a prin- 
cipal member of a partnership, takes out an insurance policy on his own 
life irrevocably designating his partner as the sole beneficiary in order 
to induce his partner to retain his investment in the partnership. 
Wliether or not the taxpayer is a beneficiary under a policy, the pro- 
ceeds of the pohcy paid by reason of the death of the insured may be 
excluded from gross income whether the beneficiary is an individual or 
a corporation, except in the case of (1) certain transferees, as provided 
in section 101(a) (2) ; (2) portions of amounts of life insurance pro- 
ceeds received at a date later than death under the provisions of section 
101(d) ; and (3) life insurance policjr proceeds which are includible in 
the gross income of a husband or wife under section 71 (relating to 
alimony) or section 682 (relating to income of an estate or trust in case 
of divorce, etc.). (See section 101(e).) For further reference, see, 
generally, section 101 and the regulations thereunder. 

§ 1.261-2 Single Premium Lip Insurance, Endowment, or 
Annutty Contracts. — ^Amounts paid or accrued on indebtedness in- 
curred or continued, directly or indirectly, to purchase or to continue 
in effect a single premium life insurance or endowment contract, or to 
purchase or to continue in effect a single premium annuity contract 
purchased (whether from the insurer, annuitant, or any other person) 
after March 1, 1954, are not deductible under section 163 or any other 
provision of chapter 1 of the Internal Eevenue Code of 1954. This 
prohibition applies even though the insurance is not on the life of 
the taxpayer and regardless of whether or not the taxpayer is the 
annuitant or payee of such annuity contract. A contract is considered 
a single premium life insurance, endowment, or annuity contract, for 
the purposes of this sption, if substantially all the premiums on the 
contract are paid within four years from the date on which the contract 
was purchased, or if an amount is deposited after March 1, 1954, with 
the insurer for payment of a substantial number of future premiums 
on the contract. 

§ 1.264-3 Effective Date ; Taxable Years Ending After March 
1, 1954, Subject to the Internal Eevenue Code of 1939. — Pursuant 
to section 7851(a) (1) (C), the regulations prescribed in § 1.264-2, to 
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the extent that they relate to amounts paid or accrued on indebtedness 
incurred or continued to purchase or carry a single premium annuity 
contract purchased after March 1, 1954, and to the extent they consider 
a contract a single premium life insurance, endowment, or annuity 
contract if an amount is deposited after March 1, 1954, with the insurer 
for payment of a substantial number of future premiums on the con- 
tract, shall also apply to taxable years beginning before January 1, 
1954, and ending after March 1, 1954, and to taxable years beginning 
after December 31, 1953, and ending after March 1, 1954, but be- 
fore August 17, 1954, although such years are subject to the Internal 
Keyenue Code of 1939. 

§ 1.268 Statutory Provisions ; Sale of Land With Unharvested 
Crop. 

SEC. 268. sale OP LAND WITH UNHARVESTED CROP. 

Where an unharvested crop sold by the taxpayer is considered under the 
provisions of section 1231 as “property used in the trade or business”, in 
computing taxable income no deduction (whether or not for the taxable 
year of the sale and whether for expenses, depreciation, or otherwise) 
attributable to the production of such crop shall be allowed. 


§ 1.268-1 Items Attributable to an Unharvested Crop Sold 
WITH THE Land. — In computing taxable income no deduction shall be 
allowed in respect of items attributable to the production of an un- 
harvested crop which is sold, exchanged, or involuntarily converted 
with the land and which is considered as property used in the trade 
or business under section 1231(b) (4). Such items shall be so treated 
whether or not the taxable year involved is that of the sale, exchange, 
or conversion of such crop and whether they are for expenses, deprecia- 
tion, or otherwise. If the taxable year involved is not that of the sale, 
exchange, or conversion of such crop, a recomputation of the tax 
liability for such year shall be made ; such recomputation should be in 
the form of an “amended return” if necessary. For the adjustments 
to basis as a result of such disallowance, see section 1016(a) (11) and 
the regulations thereunder. 

§ 1.270 Statutory Provisions; Limitation on Deductions Al- 
lowable TO Individuals in Certain Cases. 

SEC 270 LIMITiVTION ON DEDUCTIONS ALLOWABLE TO INDI- 
VIDUALS IN CERTAIN CASES. 


(a) Recomputation of Taxable Income. — If the deductions allo\ved by 
this chapter or the corresponding provisions of prior reveniie laws (other 
than specially treated deductions, as defined in subsection (b)) allowable 
to an individual (except for the provisions of this 
ing provisions of prior revenue laws) and attributable to 
ness^ carried on by him for 5 consecutive taxable years have, m each of such 
years (including at least one year to which this subtitle applies), exceeded 
by more than $50,000 the gross income derived from such trade or business, 
KSlble income (computed under section 63 or the corresponding provi- 
sions of prior revenue laws) of such individual for each of such years shall 
be recomputed. For the purpose of such 

such taxable year, such deductions shall be alloved only to the extent oi 
$50,000 plus the gross income attributable 

that the net operating loss deductions, to the extent attiibutable to sue 
trade or business, shall not be allowed. 
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(b) Specially Treated Deductions.— For the purpose of subsection (a) 

the specially treated deductions shall be taxes, interest, casualty and aban- 
donment losses connected with a trade or business deductible under section 
165(c) (1), losses and expenses of the trade or business of farming which 
are directly attributable to drought, the net operating loss deduction 
allowed by section 172, and expenditures as to which taxpayers are given 
the option, under law or regulations, either (1) to deduct as expenses when 
incurred or (2) to defer or capitalize. ^ 

(c) Kedetermination of Tax.— On the basis of the taxable income com- 
puted under the provisions of subsection (a) for each of the 5 consecutive 
taxable vears specified in such subsection, the tax imposed by this subtitle 
'or the corresponding nrovisions of prior revenue laws shall be redetermined 

for each such taxable year. If for any such taxable year assessment of a 
deficiencv is prevented (except for the provisions of section 1311 and fol- 
lowing) bv the operation of any law or rule of law (other than section 
7122, relating to compromises), any increase in the tax previously deter- 
mined for such taxable year shall be considered a deficiency for purposes 
of this section. For purposes of this section, the term “tax previously 
determined” shall have the meaning assigned to such term by section 
lS14(a) (1). 

(d) Extension of Statute of Limitations. — ^Notwithstanding any law 
or rule of law (other than section 7122, relating to compromises), any 
amount determined as a deficiency under subsection (c), or which would 
be so determined if assessment were prevented in the manner described in 
subsection (c), with respect to any taxable year may be assessed as if on 
the date of the expiration of the time prescribed by law for the assessment 
of a deficiency for the fifth taxable year of the 5 consecutive taxable years 
specified in subsection (a), 1 year remained before the expiration of the 
period of limitation upon assessment for any such taxable year. 

§ 1.270-1 Limitation on Deductions Allowable to Individuals 
IN Certain Cases. — (a) Recomputation of taxable income . — (1) 
Under certain circumstances, section 270 limits the deductions (otlier 
than certain deductions described in subsection^ (b) thereof) attrib” 
utable to a trade or business carried on by an individual which are 
otherwise allowable to such individual under the provisions of chap- 
ter 1 of the Internal Eevenue Code of 1954 or the corresponding 
provisions of prior revenue laws. If, in each of five consecutive 
taxable years (including at least one taxable year beginning after 
December 81, 1958, and ending after August 16, 1954), the deductions 
attributable to a trade or business carried on by an individual (other 
than the specially treated deductions described in paragraph (b) of 
this section) exceed the gross income derived from such trade or 
business by more than $50,000, the taxable income computed under 
section 68 (or the net income computed under the corresponding pro- 
visions of prior revenue laws) of such individual shall be recom- 
puted for each of such taxable years. 

(2) In recomputing the taxable income (or the net income, in the 
case of taxable years which are otherwise subject to the Internal 
Eevenue Code of 1989) for each of the five taxable years, the deductions 
(other than the specially treated deductions described in paragraph 
(b) of this section with the exception of the net operating loss deduc- 
tion) attributable to the trade or business carried on by the individual 
shall be allowed only to the extent of (i) the gross income derived 
from such trade or business, plus (ii) $50,000. The specially treated 
deductions described in ppagraph (b) of this section (other than the 
net operating loss deduction) shall each be allowed in full. The net 
operating loss deduction, to the extent attributable to such trade or 
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business, shall be disallowed in its entirety. Thus, a carryover or 
a carryback of a net operating loss so attributable, either from a year 
within the period of five consecutive taxable years or from a taxable 
year outside of such period, shall be ignored in making the recomputa- 
tion of taxable income or net income, as the case may be. 

(3) The limitations on deductions provided by section 270 are also 
applicable in determining under section 172, or the correspondins 
provisions of prior revenue laws, the amount of any net operating 
loss carryover or_ carryback from any year which falls within the 
provisions of section 270 to any year which does not fall within such 
provisions. Also, in determining under section 172, or the corre- 
sponding provisions of prior revenue laws, the amount of any net 
operating loss carryover from a year which falls within the provisions 
of section 270 to a year which does not fall within such provisions, 
the amount of net operating loss is to be reduced by the taxable income 
or net income, as the case may be (computed as provided in § 1.172-5, 
or § 39.122-4 (c) of Regulations 118, as the case may be and, in the 
case of any taxable year which falls within the provisions of section 
270, determined after the application of section 270), of any taxable 
year preceding or succeeding the taxable year of the net operating 
loss to which such loss must first be carried back or carried over under 
the provisions of section 172(b), or the corresponding provisions of 
prior I'evenue laws, even though the net operating loss deduction is 
not an allowable deduction for such preceding or succeeding taxable 
year. 

(4) If an individual carries on several trades or businesses, the 
deductions attributable to such trades or businesses and the gross 
income derived therefrom shall not be aggregated in determining 
whether the deductions (other than the specially treated deductions) 
exceed the gross income derived from such trades or businesses by more 
than $50,000 in any taxable year. For the purposes of section 270, 
each trade or business shall be considered separately. However, 
where a particular business of an individual is conducted in one or 
more forms such as a partnership, joint venture, or individual pro- 
prietorship, the individual’s share of the profits and losses from each 
business unit must be aggregated to determine the applicability of 
section 270. See § 1.702-i (a) (8) (ii) and (b) , relating to applicability 
of section 270 to a partner. Where it is established that for tax pur- 
poses a husband and wife are partners in the same trade or business 
or that each is participating independently of the other in the same 
trade or business with his and her own money, the husband’s gross 
income and deductions from that trade or business shall be considered 
separately from the wife’s gross income and deductions from that 
trade or business even though they file a joint return. Where a tax- 
payer is engaged in a trade or business in a community property btate 
iindGr circunistfincBS sucli that the incoixie therefrom is considered to 
be community income, the taxpayer and his spouse are treated for 
purposes of section 270 as two individuals engaged separately in the 
same trade or business and the gross income and deductions attribut- 
able to the trade or business are allocated one-half to the taxpayer and 
one-half to the spouse. Where several business activities emanate 
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from a single commodity, such as oil or gas or a tract of land, it does 
not necessarily follow that such activities are one business for the 
purposes of section 270. However, in order to be treated separately, 
it must be established that such business activities are actually con- 
ducted separately and are not closely interrelated with each other. 
For the purposes of section 270, the trade or business carried on by an 
individual must be the same in each of the five consecutive years in 
which the deductions (other than the specially treated deductions) 
exceed the gross income derived from such trade or business by more 
than $50,000. 

(5) For the purposes of section 270, a taxable year may be part 
of two or more periods of five consecutive taxable years. Thus, if the 
deductions (other than the specially treated deductions) attributable 
to a trade or business carried on by an individual exceed the gross 
income therefrom by more than $50,000 for each of six consecutive 
taxable years, the fifth year of such six consecutive taxable years shall 
be considered to be a part both of a 5-year period beginning with the 
first and ending with the fifth taxable year and of a 5-year period 
beginning with the second and ending with the sixth taxable year. 

(6) For the purposes of section 270, a short taxable year required 
to effect a change in accounting period constitutes a taxable year. 
In determining the applicability of section 270 in the case of a short 
taxable year, items of income and deduction are not annualized. 

(b) Specially treated dedicctions, — (1) For the purposes of section, 
270 and paragraph (a) of this section, the specially treated deductions 
are: 


(i) Taxes, 

(ii) Interest, 

(hi) Casualty and abandonment losses connected with a trade 
or business deductible under section 165(c) (1), or the coiTespond*- 
ing provisions of prior revenue laws, 

(iv) Losses and expenses of the trade or business of farming 
which are directly attributable to drought, 

(y) The net operating loss deduction alloTved by section 172, 
or the corresponding provisions of prior revenue laws, and 

(vi) Expenditures as to which a taxpayer is given the option 
under law or regulations, either {a) to deduct as expenses wheai 
incui*red, or (&) to defer or capitalize. 

(2) For the purpose of subparagraph (1) (iv) of this paragraph, 
an individual is engaged in the ‘‘trade or business of farming’’ if 
le cultivates, operates, or manages a farm for gain or profit- etther 
as owner or tenant. An individual who receives a rentll (either in 

IS based upon farm production is engaged 
f business of farmmg. However, an individual wdio 
leceives a fixed-rental (without reference to production) is eno-awd 
business of farming only if he participates to a material 
extent in the operation or management of the farm. An individual 
engaged in forestry or the growing of timber is not thereby enlaS 

of farming. An individual cultfvatint'^or 
operating a farni for recreation or pleasure rather than a profit is^’not 
engaged in the trade or business of farming. The terna “farm” is 
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used in its ordinarily accepted sense and includes stock, dairy, poultry, 
fruit, crop, and truck farms, and also plantations, ranches, ranges, and 
orchards. An individual is engaged in the trade or business of Arm- 
ing if he is a member of a partnership engaged in the trade or business 
of farming. 

(3) In order for losses and expenses of the trade or business of 
farming to qualify as specially treated deductions under subpara- 
graph (1) (iv) of this paragraph, such losses and expenses must be 
directly attributable to drought conditions and not to other causes 
such as faulty management or unfavorable market conditions. In 
general, the following are the types of losses and expenses which, 
if otherwise deductible, may qualify as specially treated deductions 
under subparagraph (1) (iv) of this paragraph: 

(i) Losses for damages to or destruction of property as a result 
of drought conditions, if such property is used in the trade or 
business of farming or is jourchased for resale in the trade or busi- 
ness of farming; 

(ii) Expenses directly related to raising crops or livestock which 
are destroyed or damaged by drought. Included in this category 
are, for example, payments for labor, fertilizer, and feed used in 
raising such crops or livestock. If such crops or livestock to which 
the expenditures relate are only partially destroyed or damaged by 
drought then only a proportionate part of the expenditures is re- 
garded as specially treated deductions; and 

(iii) Expenses which would not have incurred in the absence of 

drought conditions, such as expenses for procuring pasture or addi- 
tional supplies of water or feed. x / -v . ^ • 

(4) The expenditures referred to in subparagraph (1) (vi) of tins 
paragraph include, but are not limited to, intangible drilling and 
development costs in the case of oil and gas wells as provided in 
section 263(c) and the regulations thereunder, and expenditures tor 
the development of a mine or other natural deposit (other than an 
oil or gas well) as provided in section 616 and the regulations there- 


under. 

(5) The provisions of section 270(b) do not operate to make an 
expenditure a deductible item if it is not otherwise deductible under 
the law applicable to the particular year in which it was mcuriecl. 
Thus for example, if it is necessary, pursuant to the provismns of 
ihion 270, to recompute the taxable or net income of an individual 
f oi the taxable years 1950 through 1954, the individual in making 
the recomputation may not deduct expenditures paid or incuired in 
the vears^l950 through 1963 which must be capitalized under the 
iiw SplioaSoTosJyears, aven though tie expenditures are deduc- 

A iTnrIpr the Internal Revenue Code OI ly 0^1. v r , 7 

to 

’ § 1.270-l(c) 
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tioii specified in section 270(b)) for each taxable year in such 5-year 
period exceed the $50,000 limitation specified in section 270. As de- 
scribed in paragraph (a) (5) of this section, a taxable year may be 
part of two or more periods of five consecutive taxable years. If a 
particular taxable year is part of two periods of five consecutive tax- 
able years, one meeting the requirements for recomputation pursuant 
to section 130 of the Internal Eevenue Code of 1939 and the other meet- 
ing the requirements for recomputation pursuant to section 270 of the 
Internal Eevenue Code of 1954, then the recomputation for such tax- 
able year shall be made pursuant to section 270. For example, if a 
calendar year taxpayer sustains a loss from a trade or business for 
each of the years 1949 through 1954, the years 1950, 1951, 1952, and 
1953 may be a part of two such periods of five consecutive taxable 
years. If, however, a taxable year is part of a period of five consecu- 
tive taxable years which meets the requirements for recomputation 
pursuant to section 130 of the Internal Eevenue Code of 1939, but is 
not part of a period which meets the requirements for recomputation 
pursuant to section 270, then a recomputation of net income for such 
taxable year must be made pursuant to section 130. 

(d) Recletermination of tax . — ^The tax imposed by chapter 1 of the 
Internal Eevenue Code of 1954, or by the corresponding provisions 
of prior revenue laws, for each of the five consecutive taxable years 
specified in paragraph (a) of this section shall be redetermined upon 
the basis of the taxable income or net income of the individual, as the 
case may be, recomputed in the manner described in paragraph (a) 
of this section. If the assessment of a deficiency is prevented (except 
for the provisions of sections 1311 through 1315, inclusive, relating 
to the effect of limitations and other provisions in income tax cases) 
by the operation of any provision of law (e.g., sections 6501 and 6502, 
or the corresponding provisions of prior revenue laws, relating to the 
period of limitations upon assessment and collection) except section 
7122, or the corresponding provisions of prior revenue laws, I’elating 
to compromises, or by any rule of law (e.g., res judicata) , then the 
excess of the tax for such year as recomputed over the tax previously 
determined for such year shall be considered a deficiency for the pur- 
poses of section 270. The term ^‘tax previously determined” shall 
have the same meaning as that assigned to such term by section 
1314(a). See § 1.1314(a)-l. 

(e) A8Be§%ment of tax . — ^Any amount determined as a deficiency in 
the manner described in paragraph (d) of this section in respect of any 
taxable year of the five consecutive taxable years specified in paragraph 
(a) of this section may be assessed and collected as if on the date of 
the expiration of the period of limitation for the assessment of a 
deficiency for the fifth taxable year of such five consecutive taxable 
years, one year remained before the expiration of the period of limita- 
tion upon assessment for the taxable year in respect of which the 
deficiency is determined. If the taxable year is one in respect of which 
an assessment could be made without regard to section 270, the amount 
of the actual deficiency as defined in section 6211(a) (whether it is 
greater than, equal to, or less than the deficiency determined under 
section 270(c) ) shall be assessed and collected. However, if the assess- 

§ 1.270-1 (d) 
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ment of a deficiency for such, taxable year would be prevented by 
any provision of law (e.g., the period of limitation upon the assess- 
ment of tax) except section 7122, or the corresponding provisions of 
prior revenue laws, relating to compromises, or by the operation of any 
rule of law (e.g., res judicata), then the excess of the tax recomputed 
as described in paragraph (d) of this section over the tax previously 
determined may be assessed and collected even though in fact there 
is no actual denciency, as defined in section 6211(a), in respect of the 
given taxable year. 

§ 1.27 1 Statutory Provisions ; Debts Owed by Political Parties, 
Etc. 

SEC. 271. DEBTS OWED BY POLITICAL PARTIES, ETC. 

(a) Geneeal Rule. — In the case of a taxpayer (other than a bank as 
defined in section 581) no deduction shall be allowed under section 166 
(relating to bad debts) or under section 165(g) (relating to worthlessness 
of securities) by reason of the worthlessness of any debt owed by a politi- 
cal party. 

(b) Definitions. — 

(1) Political pakty. — ^For purposes of subsection (a), the term 
‘‘political party” means — 

(A) a political party ; 

(B) a national, State, or local committee of a political party; or 

(C) a committee, association, or organization which accepts con- 
tributions or makes expenditures for the purpose of influencing or 
attempting to influence the election of presidential or vice-presidential 
electors or of any individual whose name is presented for election to 
any Federal, State, or local elective public oflice, whether or not such 
individual is elected. 

(2) Contbibutions. — For puriioses of paragraph (1)(0), the term 
“contributions” includes a gift, subscription, loan, advance, or deposit, 
of money, or anything of value, and includes a contract, promise, or 
agreement to make a contribution, whether or not legally enforceable. 

(3) Expenditures. — For purposes of paragraph (1)(C), the term 
“expenditures” includes a payment, distribution, loan, advance, deposit, 
or gift, of money, or anything of value, and includes a contract, promise, 
or agreement to make an expenditure, whether or not legally enforceable. 

§ 1.272 Statutory Provisions ; Disposal of Coal. 

SEC. 272. DISPOSAL OP COAL. 

Where the disposal of coal is covered by section 631, no deduction shall 
be allowed for expenditures attributable to the making and administering 
of the contract under which such disposition occurs and to the preservation 
of the economic interest retained under such contract, except that if in any 
taxable year such expenditures plus the adjusted depletion basis of the 
coal disposed of in such taxable year exceed the amount realized under 
such contract, such excess, to the extent not availed of as a reduction of 
gain under section 1231, shall be a loss deductible under section 165(a). 
This section shall not apply to any taxable year during which there is no 
income under the contract. 

§ 1.272-1 Expenditures Relating to Disposal of Coal. — (a) 
Introduction, — Section 272 provides special treatment for certain ex- 
penditures paid or incurred by a taxpayer in connection with a con- 
tract (hereafter sometimes referred to as a “coal royalty contract”) 
for the disposal of coal the gain or loss from which is treated under 
section 6Sl(c) as a section 1231 gain or loss on the sale of coal. The 
expenditures covered by section 272 are those which are attributable 

§ 1.272-1 (a) 
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to the making and administering of such a contract or to the preserva- 
tion of the economic interest retained under the contract. ^ For ex- 
amples of such expenditures, see paragraph (d) of this section. For 
a taxable year in which gross royalty income is realized under the 
contract of disposal, such expenditures shall not be allowed as a de- 
duction. Instead, they are to be added to the adjusted depletion basis 
of the coal disposed of in such taxable year in computing gain or loss 
under section 631(c). However, where no gross royalty income is 
realized under the contract of disposal in a particular taxable year, 
such expenditures shall be treated without regard to section 272. 

(b) In general. — (1) Where the disposal of coal is covered by 
section 631(c), the provisions of section 272 and this section shall be 
applicable for a taxable year in which there is income under the 
contract of disposal. (For purposes of section 272 and this section, 
the term ‘‘income” means gross amounts received or accrued which 
are royalties or bonuses in connection with a contract to which sec- 
tion 631(c) applies.) All expenditures paid or incurred by the tax- 
payer during such taxable year which are attributable to the making 
and administering of the contract disposing of the coal and all ex- 
penditures paid or incurred during such taxable year in order to 
preserve the owner’s economic interest retained under the contract 
shall be disallowed as deductions in computing taxable income for 
such taxable year. The sum of such expenditures and the adjusted 
depletion basis of the coal disposed of in such taxable year shall be 
used in determining the amount of gain or loss with respect to the 
disi)osal. See § 1.631-3. For special rule in case of loss, see para- 
graph (c) of this section. Section 272 and this section are not appli- 
cable to capital expenditures and such expenditures are not taken 
into account in computing gain or loss under section 631(c) except 
to the extent they are properly part of the depletable basis of such coal. 

(2) The expenditures covered under section 272 and this section 
are disallowed as a deduction only with respect to a taxable year in 
which income is realized under the coal royalty contract to which 
such expenditures are attributable. Wliere no income is realized 
under such contract in a taxable year, these expenditures shall be 
deducted as expenses for the production of income, as a business ex- 
pense, or may be treated under section 266 (relating to taxes and 
carrying charges) if applicable. 

(3) The pi’ovisions of section 272 and this section apply to a tax- 
able year in which income from the disposal by the owner of coal 
held by him for more than six months is subject to the provisions of 
section 631(c) even though the actual mining of coal under the coal 
royalty contract does not take place during such year. Where the 
right under the contract to mine coal for which advance payment 
has been made expires, terminates, or is abandoned before such coal 
is mined, and § 1.631-3 (c) requires the owner to recompute his tax 
with respect to such payment the recomputation must be made with- 
out applying the provisions of section 272 and this section. 

(c) Losses. — If, in any taxable year, the expenditures referred to 
in section 272 and this section plus the adjusted depletion basis (as 
defined in paragraph (b) (2) of § 1.631-3) of the coal disposed of 
during the taxable year exceed the amount realized under the con- 

§ 1.272-l(b)(l) 
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tract wMcli is subject to section 631(c) during the taxable year, such 
excess shall be considered under section 1231 as a loss from the sale 
of property used in the trade or business and, to the extent not 
availed of as a reduction of gain under that section, shall be a loss 
deductible under section 165(a) (relating to the deduction of losses 
generally) . 

(d) Examples of expenditures. — (1) The expenditures referred to 
in section 272 include, but are not limited to, the following items, if 
such items are attributable to the making or administering of the 
contract or preserving the economic interest therein: Ad valorem 
taxes imposed by State or local authorities, costs of fire protection, 
costs of insurance (other than liability insurance), costs incurred in 
administering the contract (including costs of bookkeeping and tech- 
nical supervision) , interest on loans, expenses of flood control, legal 
and technical expenses, and expenses of measuring and checking quan- 
tities of coal disposed of under the contract. Whether the interest 
on loans is attributable to the making or administering of the contract 
or preserving the economic interest therein will depend upon the use 
to which the borrowed monies are put. 

(2) Any expenditures referred to in this section which is applicable 
to more than one coal royalty contract shall be reasonably apportioned 
to each such contract. Furthermore, if an expenditure applies only 
in part to the making or administering of the contract or the preser- 
vation of the economic interest, then only such part shall be treated 
under section 272. The apportionment of the expenditure shall be 
made on a reasonable basis. For example, where a taxpayer has 
other income (such as income from oil or gas royalties, rentals, right 
of way fees, interest, or dividends) as well as income under section 
631(c), and where the salaries of some of its employees or other ex- 
penses relate to both classes of income, such expenses shall be allocated 
reasonably between the income subject to section 631 (c) and the other 
income. Where a taxpayer has more than one coal royalty contract, 
expenditures under this section relating to a contract from which no 
income has been received in the taxable year may not be allocated to 
income from another contract fTom which income has been received 
in the taxable year. 

(3) The taxpayer may have expenses which are not attributable 
even partly to making and administering a coal royalty contract or 
to the preservation of the economic interest retained under the con- 
tract and, accordingly, are not included in the expenditures described 
in section 272. These include such items as ad valorem taxes im- 
posed by State or local authorities on property not covered by the 
contract, salaries, wages, or other expenses entirely incident to the 
ownership and protection of such property and depreciation of im- 
provements thereon, fire insurance on such property, charitable con- 
tributions, and similar expenses unrelated to the making or to the 
administering of coal royalty contracts or preserving the taxpayer’s 
economic interest retained therein. 

(e) Nonapplication of section . — ^For purposes of section 543(a) 
(8) (B) , in determining whether the deductions allowable under sec- 
tion 162 constitute 15 percent or more of gross income, the provisions 
of section 272 shall have no application. 
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Defeeeed Compensation, Etc. 

MISCELLANEOUS PROVISIONS 

§ 1.421 Statutory Provisions ; Employee Stock Options. 

SEC. 421. EMPLOYEE STOCK OPTIONS. 

(a) Treatment of Restricted Stock Options. — If a share of stock is 
transferred to an individual pursuant to his exercise after 1049 of ^ a 
restricted stock option, and no disposition of such share is made by him 
within 2 years from the date of the granting of the option nor within 6 
months after the transfer of such share to him — 

(1) no income shall result at the time of the ti’ansfer of such share 
to the individual upon his exercise of the option with respect to such 
share ; 

(2) no deduction under section 162 (i*elating to trade or business ex- 
penses) shall be allowable at any time to the employer corporation, a 
parent or subsidiary corporation of such corporation, or a corporation 
issuing or assuming a stock option in a transaction to which subsection 
(g) is applicable, with respect to the share so transferred ; and 

(3) no amount other than the price paid under the option shall be 
considered as received by any of such corporations for the share so 
transferred. 

This subsection and subsection (b) shall not apply unless (A) the indi- 
vidual, at the time he exercises the restricted stock option, is an employee 
of either the corporation granting such option, a parent or subsidiary 
corporation of such corporation, or a corporation or a parent or subsidiary 
of such corporation issuing or assuming a stock option in a transaction to 
which subsection (g) is applicable, or (B) the option is exercised by him 
within 3 months after the date he ceases to be an employee of such corpo- 
rations. 

(b) Special Rule Where Option Price is Between 85 Percent and 
95 Percent of Value of Stock. — If no disposition of a share of stock ac- 
quired by an individual on his exercise after 1949 of a restricted stock 
option is made by him within 2 years from the date of the granting of the 
option nor within 6 months after the transfer of such share to him, but, 
at the time the restricted stock option was granted, the option price (com- 
puted under subparagraph (d) (1) (A) was less than 95 percent of the fair 
market value at such time of such share, then, in the event of any disposi- 
tion of such share by him, or in the event of his death (whenever occurring) 
while owning such share, there shall be included as compensation (and liot 
as gain upon the sale or exchange of a capital asset) in his gross income, 
for the taxable year in which falls the date of such disposition or for the 
taxable year closing with his death, whichever applies — 

(1) in the case of a share of stock acquired under an option qualifying 
under clause (i) of subparagraph (d) (1) (A), an amount equal to the 
amount (if any) by which the option price is exceeded by the lesser of — 

(A) the fair market value of the share at the time of such disposi- 
tion or death, or 

(B) the fair market value of the share at the time the option was 
granted; or 

(2) in the case of stock acquired under an option qualifying under 
clause (ii) of subparagraph (d)^ (1) (A), an amount equal to the 
lesser of — 

(A) the excess of the fair market value of the share at the time 
of such disposition or death over the price paid under the option, or 

(B) the excess of the fair market value of the share at the time 
the option was granted over the option price (computed as if the 
option had been exercised at such time). 

the disposition of such share by the individual, the basis 
of the share in his hands at the time of such disposition shall be increased 
by an amount equal to the amount so includible in his gross income. 

(c) Acquisition op New Stock. — If stock is received by an individual 
in a distribution to which section 305, 354, 355, 356, or 1036, or so much of 
section 1031 as relates to section 1036, applies and such distribution was 
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made with respect to stock transferred to him upon his exercise of the 
option, such stock shall be considered as having been transferred to him 
on his exercise of such option. A similar rule shall be applied in the case 
of a series of such distributions. 

(d) Definitions. — For purposes of this section — 

(1) Restricted stock option. — The term “restricted stock option” 
means an option granted after February 26, 1945, to an individual, for 
any reason connected with his employment by a corporation, if granted 
by the employer corporation or its parent or subsidiary corporation, to 
purchase stock of any of such corporations, but only if — 

(A) at the time such option is granted — 

(i) the option price is at least 85 percent of the fair market 
value at such time of the stock subject to the option, or 

(ii) in case the purchase price of the stock under the option is 
fixed or determinable under a formula in which the only variable 
is the value of the stock at any time during a period of 6 months 
which includes the time the option is exercised, the option price 
(computed as if the option had been exercised when granted) is 
at least 85 percent of the value of the stock at the time such option 
is granted ; and 

(B) such option by its terms is not transferable by such individual 
otherwise than by will or the laws of descent and distribution, and 
is exercisable, during his lifetime, only by him ; and 

(0) such individual, at the time the option is granted, does not own 
stock possessing more than 10 percent of the total combined voting 
power of all classes of stock of the employer corporation or of its 
parent or subsidiary corporation. This subparagraph shall not apply 
if at the time such option is granted the option price is at least 110 
percent of the fair market value of the stock subject to the option and 
such option either by its terms is not exercisable after the expiration 
of 5 years from the date such option is granted or is exercised within 
one year after the date of enactment of this title. For purposes of 
this subparagraph — 

(i) such individual shall be considered as owning the stock 
owned, directly or indirectly, by or for his brothers and sisters 
(whether by the whole or half blood), spouse, ancestors, and lineal 
descendants ; and 

(ii) stock owned, directly or indirectly, by or for a corporation, 
partnership, estate, or trust, shall be considered as being owned 
proportionately by or for its shareholders, partners, or beneficiaries ; 
and 

(D) such option by its terms is not exercisable after the expiration 
of 10 years from the date such option is granted, if such option has 
been granted on or after June 22, 1954. 

(2) Parent corporation. — The term “parent corporation” means any 
corporation (other than the employer corporation) in an unbroken chain 
of corporations ending with the employer corporation if, at the time of 
the granting of the option, each of the corporations other than the em- 
ployer corporation owns stock possessing 50 percent or more of the total 
combined voting power of all classes of stock in one of the other corpora- 
tions in such chain. 

(3) Subsidiary corporation. — The term “subsidiary corporation” 
means any corporation (other than the employer corporation) in an 
unbroken chain of corporations beginning with the employer corporation 
if, at the time of the granting of the option, each of the corporations 
other than the last corporation in the unbroken chain owns stock pos- 
sessing 50 percent or more of the total combined voting power of all 
classes of stock in one of the other corporations in such chain. 

(4) Disposition. — 

(A) General rule. — Except as provided in subparagraph (B), the 
term “disposition” includes a sale, exchange, gift, or a transfer of 
legal title, but does not include — 

(i) a transfer from a decedent to an estate or a transfer by 
bequest or inheritance; 
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(ii) an exchange to which section 354, 355, 356, or 1036 (or 
so much of section 1031 as relates to section 1036) applies ; or 

(iii) a mere pledge or hypothecation. 

(B) Joint tenancy. — The acquisition of a share of stock in the 
name of the employee and another jointly with the right of survivor- 
ship or a subsequent transfer of a share of stock into such joint 
ownership shall not be deemed a disposition, but a termination of such 
joint tenancy (except to the extent such employee acquires ownership 
of such stock) shall be treated as a disposition by him occurring at 
the time such joint tenancy is terminated. 

(5) Stockholdeb appeoval. — If the grant of an option is subject to 
approval by stockholders, the date of grant of the option shall be deter- 
mined as if the option had not been subject to such approval. 

(6) Exeecise by estate. — 

(A) In geneeal. — If a restricted stock option is exercised subse- 
quent to the death of the employee by the estate of the decedent, or 
by a person who acquired the right to exercise such option by bequest 
or inheritance or by reason of the death of the decedent, the provisions 
of this section shall apply to the same extent as if the option had been 
exercised by the decedent, except that — 

(i) the holding period and employment requirements of sub- 
section (a) shall not apply, and 

(ii) any transfer by the estate of stock acquired shall be con- 
sidered a disposition of such stock for purposes of subsection (b). 

(B) Deduction for estate tax. — If an amount is required to be 
included under subsection (b) in gross income of the estate of the 
deceased employee or of a person described in subparagraph (A), 
there shall be allowed to the estate or such person a deduction with 
respect to the estate tax attributable to the inclusion in the taxable 
estate of the deceased employee of the net value for estate tax pur- 
poses of the restricted stock option. For this purpose, the deduction 
shall be determined under section 691 (c) as if the option acquired 
from the deceased employee were an item of gross income in respect 
of the decedent under section 691 and as if the amount includible in 
gross income under subsection (b) of this section were an amount 
included in gross income under section 691 in respect of such item 
of gross income. 

(e) Modification, Extension, oe Renewal of Option. — 

(1) Rules of application. — For purposes of subsection (d), if the 
terms of any option to purchase stock are modified, extended, or renewed, 
the following rules shall be applied with respect to transfers of stock 
made on the exercise of the option after the making of such modification, 
extension, or renewal — 

(A) such modification, extension, or renewal shall be considered 
as the granting of a new option, 

(B) the fair market value of such stock at the time of the grant- 
ing of such option shall be considered as — 

(i) the fair market value of such stock on the date of the 
original granting of the option, 

(ii) the fair market value of such stock on the date of the making 
of such modification, extension, or renewal, or 

(iii) the fair market value of such stock at the time of the 
making of any intervening modification, extension, or renewal, 

whichever is the highest. 

Subparagraph (B) shall not apply if the aggregate of the monthly aver- 
age fair market values of the stock subject to the option for the 12 
consecutive calendar months before the date of the modification, exten- 
sion, or renewal, divided by 12, is an amount less than 80 percent of the 
fair market value of such stock on the date of the original granting of 
the option or the date of the making of any intervening modification, 
extension, or renewal, whichever is the highest. 

(2) Definition of modification.— The term “modification” means 
any change in the terms of the option which gives the employee addi- 
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tional benefits under the option, but such term shall not include a change 
in the terms of the option — a tudu^e 

substitiof’S^f issuance or assumption of an option under 

(B) to permit the option to qualify under subsection (d) (1) (B) 
If an option is exercisable after the expiration of 10 years from the date 
such option IS granted, subparagraph (B) shall n^t apply unless the 
terms of the option are also changed to make it not exercisable after the 
expiration of such period. 

(f) Effect of Disqualifying DisposmoN.—If a share of stock, ac- 
quired by an individual pursuant to his exercise of a restricted stock option 
IS disposed of by him within. 2 years from the date of the grantinsr of the 
option or within 6 months after the transfer of such share to him then anv 
inciease in the income of such individual or deduction from the income of 
his employer corporation for the taxable year in which such exercise 
occurred attributable to such disposition, shall be treated as an increase 
in income or a deduction from income in the taxable year of such individual 
or of such employer corporation in which such disposition occurred 

(g) COEPOKATE liEORGANIZATIONS, LIQUIDATIONS, EtC.— P or purpOSeS Of 

this section, the term issuing or assuming a stock option in a transaction 
to which subsection (g) is applicable” means a substitution of a new option 
for the old option, or an assumption of the old option, by an employer 
corporation, or a parent or subsidiary of such corporation, by reason of a 
corporate merger, consolidation, acquisition of property or stock, separation 
reorganization, or liquidation, if — ’ 

(1) the excess of the aggregate fair market value of the shares sub- 
ject to the option immediately after the substitution or assumption over 
the aggregate option price of such shares is not more than the excess 
of the aggregate fair market value of all shares subject to the option 
immediately before such substitution or assumption over the aggregate 
option price of such shares, and 

(2) the new option or the assumption of the old option does not give 
the employee additional benefits which he did not have under the old 

OlltiOIL 

For purposes of this subsection, the parent-subsidiary relationship shall 
be determined at the time of any such transaction under this subsection. 


§ 1.421-1 Meaning and Use of Certain Terms. — (a) Option.— 

( 1) For the purpose of section 421, the term ^^option” includes the 
light or privilege of an individual to purchase stock from a corpora- 
ion by virtue of an oifer of the corporation continuing for a stated 
period of time, whether or not irrevocable, to sell such stock at a 
price determined under paragraph (d) of this section, such individual 
leing under no obligation to purchase. Such right or privilege, when 
granted, must be evidenced in writing. The individual who has such 
right or privilege is referred to as the optionee and the corporation 
offering to sell stock under such an arrangement is referred to as 
the optionor. While no particular form words is necessary, the writ- 
ten option should express, among other things, an offer to sell at the 
option price and the period of time during which the offer shall re- 
main open. 

(2) An option may be granted as part of or in conjunction with an 
employee stock purchase plan or subscription contract, 

(3) An arrangement between a corporation and an employee may 
involve more than one option. For example, if a corporation on June 
1, 1954, grants to an employee the right to purchase 1,000 shares of its 
stock on or after June 1, 1955, anotW 1,000 shares on or after June 
1, 1956, and a further 1,000 shares on or after June 1, 1957, all shares 
to be purchased before June 1, 1968, provided the employee at the time 
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of exercise of any of the purchase rights is employed by the corpora- 
tioiij such an arrangement will be construed as the grant to the em- 
ploj^ee on June 1, 1954, of three options, each for the purchase of 
1,000 shares. Similarly, if a corporation grants to an employee on 
January 1, 1955, the right to purchase 1,000 shares of its stock at $85 
per share during 1955, or at $75 per share during 1956, or at $65 
per share during 1957, such an arrangement wdll be construed as the 
grant to the employee on January 1, 1955, of three alternative op- 
tions, one option for the purchase of 1,000 shares at $85 per share 
during 1955, an alternative option for the purchase of 1,000 shares 
at $75 per share during 1956, and a third alternative option for the 
purchase of 1,000 shares at $65 per share during 1957. 

(b) Time and date of granting of option. — (1) For the purpose of 
section 421, the words “the date of the granting of the option” and “the 
time such option is granted”, and similar phrases refer to the date or 
time when the corporation completes the corporate action constituting 
an offer of stock for sale to an individual under the terms and condi- 
tions of a restricted stock option. Ordinarily, if the corporate action 
contemplates an immediate offer of stock for sale to an individual or 
to a class including such individual, or contemplates a particular date 
on which such offer is to be made, the time or date of the granting of 
the option is the time or date of such corporate action if the offer is 
to be made immediately, or the date contemplated as the date of the 
offer, as the case may be. However, an unreasonable delay in the 
giving of notice of such offer to the individual or to the class will be 
taken into account as indicating that the corporation contemplated 
that the offer was to be made at the subsequent date on which such 
notice is given. 

(2) If the corporation imposes conditions on the granting of an 
option (as distinguished from conditions governing the exercise of 
the option) , such conditions shall be given effect in accordance with 
the intent of the corporation. A special rule is provided by section 
421(d) (5) for options subject to stockholder approval. If the grant 
of an option is subject to approval by stockholders, the date of grant 
of the option shall be determined as if the option had not been subject 
to such approval. A condition which does not require corporate action, 
such as the approval of some regulatory or governmental agency, for 
example, a stock exchange or the Securities and Exchange Commis- 
sion, is ordinarily considered a condition upon the exercise of the 
option unless the corporate action clearly indicates that the option 
is not to be granted until such condition is satisfied. If an option 
is granted to an individual upon the condition that such individual 
will become an employee of the corporation granting the option or of 
its parent or subsidiary corporation, such option is not granted prior 
to the date the individual becomes such an employee. 

(3) In general, conditions imposed upon the exercise of an option 
will not operate to make ineffective the granting of the option. For 
example, on June 1, 1954, the A Corporation grants to X, an employee, 
an ^tion to purchase 5,000 shares of the corporation stock, exercisable 
by X on or after June 1, 1955, provided he is employed by the corpora- 
tion on June 1, 1955. Such an option is granted to X on June 1, 1954. 

(c) Stooh—FoT the purpose of section 421, the term “stock” means 
§ L421-l(b)(l) 



169 


capital stock of any class, including voting or nonvoting common or 
preferred stock. The term includes both treasury stock and stock of 
original issue. Special classes of stock authorized to be issued to and 
held by employees are within the scope of the term “stock” as used 
in section 421, provided such stock otherwise possesses the rights and 
characteristics of capital stock. 

(d) Option price. — (1) For the purpose of section 421, the term 
“option price” or “price paid under the option” means the considera- 
tion in money or property which, pursuant to the terms of the option, 
is the price at which the stock subject to the option is purchased. 

(2) With respect to its option price, a restricted stock option must, 
when granted, meet either of the following requirements : 

(i) The option price must be fixed or determinable at the time 
the option is granted ; or 

(ii) In the case of an option exercised during any taxable year 
of the optionee which begins after December 31, 1953, and ends after 
August 16, 1954, the option must provide that such price shall be 
detei’mined by a formula in which the only variable is the value of 
the stock at any time during a period of six coirsecutive months which 
includes the day on which such option is exercised. Such formula 
may provide for determining such price by reference to such value 
on any particular day in such six-month period, or by reference to an 
average value of the stock over either the whole of such six-month 
period or over any shorter period included in such six-month period. 
Such six-month period may begin with, end with, or in any other 
manner span the day on which such option is exercised. Such 
formula may also depend upon factors other than such value of the 
stock, but such other factors must not be variable and must be fixed 
in the option when granted. For example, such formula may pro- 

■ vide that the option price shall be 85 percent of the value of the 
stock on the day the option is exercised, but such price shall not be 
less than $85, nor more than $110. Another example of a formula 
which meets the requirements of this subdivision is a provision that 
the option price shall be 96 percent of the fair market value of the 
stock on the day the option is exercised but not more than $95. 
However, the requirements of this subdivision are not met by a 
formula which provides that if the profits of the employer for the 
year do not exceed $100,000, the option price shall be $15 under the 
fail' market value of the stock at the time the option is exercised, 
but if such profits exceed $100,000, the option price shall be $20 
under such value of the stock. For an example of how to determine 
whether an option which contains a formula meeting the require- 
ments of this subdivision also meets the requirement that the option 
price must be at least 85 percent of the fair market value of the stock 
at the time the option is granted, see paragraph (a) (1) of § 1.421-2. 

An option which does not meet the requirements of either subdivision 
(i) or (ii) of this subparagraph when granted, will not be treated as 
a restricted stock option unless it is subsequently changed to meet 
sucli requirements. In case of such, a change^ see § 1.421-4 (c) (2) . 

(e) Exerdse.—Wo-^ the purpose of section 421, the term “exercise”, 
when used in reference to an option, means the act of acceptance by 
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the optionee of the offer to sell contained in the option. In general, 
the time of exercise is the time when there is a sale or a contract to 
sell between the corporation and the individual. An agreement or 
undertaking by the employee to make payments under a stock pur- 
chase plan does not constitute the exercise of an option so long as 
the payments made remain subject to withdrawal by the employee. 

(f) Transfer . — For the purpose of section 421, the term “trans- 
fer”, when used in reference to the transfer to an individual of a 
share of stock pursuant to his exercise of a restricted stock option, 
means the transfer of ownership of such share, or the transfer of sub- 
stantially all the rights of ownership. Such transfer must, within a 
reasonable time, be evidenced on the books of the corporation. 


§ 1.421-2 Eesteicted Stock Option-.— (a) In general.— (T) A 
“restricted stock option” is an option granted after February 26, 
1945, to a nindividual, for any reason connected with his employ- 
ment by a corporation, if granted by the employer corporation or its 
parent or subsidiary corporation, to purchase stock of any of such 
corporations, but, except in the case of options described in subpara- 
graph (2) of this paragraph, only if — 

(i) At the time such option is granted the option price is at 
least 85 percent of the fair market value at such time of the stock 
subject to the option ; and 

(ii) Such option by its terms is not transferable by such in- 
dividual otherwise than by will or by the laws of descent and 
distribution, and is exercisable, during his lifetime, only by him • 


(iii) Such individual, at the time the option is granted, does not 
own stock possessing more than 10 percent of the total combined 
voting power of all classes to stock either of the employer cor- 
poration or of its parent or subsidiary corporation ; and 

(iv) In the case of options granted after June 21, 1954, such 
option by its terms is not exercisable after the expiration of ten 
years from the date on which such option was granted. 

For the purpose of applying the rule of subdivision (i) of this subpara- 

<i®termined by a formula described in 
s. (2)_(u), the option price shall, notwithstanding any pro- 

■yision of the option, be computed as if such option is exercised on the 
day whp It is granted. For example, if on June 15, 1954, an option 
is granted pro-?iding that the option price shall be $10 under the 
average value of the stock during the month preceding the month in 
which the option IS exercised, and if on June 15, 1954, the value of the 
stock subject to the option is $100 a share, to determine if the option 
meets the requirement of subdivision (i) of this subparagraph, it is 
5*/ average value of the stock durin|the month 

of May 1954. If such average value is $95 or more, the option meets 
subdi-VLSion (i) of this subparagraph. 

(2) Eegardless of the extent to which the individual to whom the 
option IS granted owns stock of either the employer corporation or 
option if!^^* subsidiary corporation, an optiL is a restncted stock 

(i) Such option is granted after February 26, 1945, to such indi- 
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vidual, for any reason connected with his employment by a corporation, 
if granted by the employer corporation or its parent or subsidiary 
corporation, to purchase stock of any of such corporations ; and 

(ii) At the time such option is granted the option price is at least 
110 percent of the fair market value at such time of the stock subject 
to the option ; and 

(iii) ^ Such option by its terms is not transferable by such individual 
otherwise than by will or by the laws of descent and distribution, and 
is exercisable, during his lifetime, only by him ; and 

(iv) Such option by its terms is not exercisable after the expiration 
of five years from the date on which such option was granted, or such 
option is exercised before August 17, 1955. 

(3) At the time the option is granted, the relationship between the 
individual to whom an option is granted and the corporation grant- 
ing the option (or a corporation which is a parent or subsidiary 
thei'eof ) must be the legal and bona fide relationship of employer and 
employee. For rules applicable to the determination whether the em- 
ployer-employee relationship exists, see section 3101 (c) and the regu- 
lations thereunder. An option granted before employment or after 
termination of employment is not a restricted stock option. As to 
the granting of an option conditioned upon employment, see § 1.421- 
1(b) (2).^ The option must be granted for a reason connected with 
the individual’s employment by the corporation or by its parent or 
subsidiary corporation. 

(4) An option may qualify as a restricted stock option only if, under 
the terms of the option, it is not transferable (other than by will or by 
the laws of descent and distribution) by the individual to whom it is 
granted, and is exercisable, during the lifetime of such individual, 
only by him. Accordingly, an option which is transferable by the 
individual to whom it is granted during his lifetimej or is exercisable 
during such individual’s lifetime by another person, is not a restricted 
stock option. However, in case the option contains a provision per- 
mitting the individual to whom the option was granted to designate 
the person who may exercise the option after his death, neither such 
provision, nor a designation pursuant to such provision, disqualifies 
the option as a restricted stock option. 

(5) Any reasonable valuation methods may be used for the purpose 
of determining whether at the time the option is granted the option 
price is at least 85 percent of the fair market value at such time of 
the stock subject to the option. Such methods include the valuation 
methods described in § 20.2031-2 of this chapter (the Estate Tax 
Eegulations) . 

(b) Ownership of 10 percent of stoch. In determining the amount 
of stock owned by an individual, for the purpose of applying the 10 
percent test of section 421(d) (1) (C), stock of the employer corpora- 
tion or of its parent or subsidiary owned (directly or indirectly) by 
or for such individual’s brothers and sisters (whether by the whole 
or half blood) , spouse, ancestors, and lineal descendants, shall be con- 
sidered as owned by such individual. Also, for such purpose, if a 
domestic or foreign corporation, partnership, estate, or trust owns 
(directly or indirectly) stock of the employer corporation or of its 
parent or subsidiary, such stock shall be considered as being owned 
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proportionatelj^ by or for the shareholders, partners, or beneficiaries 
of the corporation, partnership, estate, or trust. 

§ 1.421-3 Exercise of Eestricted Stock Optiox. — (a) The spe- 
cial rules of income tax treatment provided in section 421 (a) and (b) 
are applicable only if the following conditions exist with respect to 
the transfer of a share of stock to an individual : 

(1) The share of stock is transferred to the individual pursuant 
to his exercise after 1949 of a restricted stock option ; and 

(2) At the time the option is exercised by him, the individual is an 
employee of the corporation granting such option (or parent or sub- 
sidiary thereof) , or of a corporation (or parent or subsidiary thereof) 
wdiich issued or assumed the option under section 421 (g) (see § 1.421- 
4(d)), or was an employee of any such corporations within three 
months before the date the option is exercised. 

(b) (1) Section 421 is applicable to the exercise of a restricted 
stock option only if at the time the individual exercises the option 
he is a bona fide employee of the corporation granting the option, 
or of a corporation which is at the time the option is exercised a 
parent or subsidiary of such corporation, unless the old option has 
been assumed or a new option has been issued in its place under sec- 
tion 421(g). See § 1.421-4(d). In case of such an assumption of 
the old option or such issuance of a new option, the individual ex- 
ercising the option must, at the time he exercises the option, be a 
bona fide employee of the corporation so assuming or issuing the 
option, or a j)arent or subsidiary of such corporation. Section 421 
is also applicable if the individual exercising the option was a bona 
fide employee of any of such corporations within three months before 
the exercise of the option. 

(2) The application of subparagraph (1) of this paragraph may 
be illustrated by the following examples : 

Example (i). On June 1, 1954, X Corporation granted a re- 
stricted stock option to A, an employee of X Corporation, to pur- 
chase a share of X stock. On February 1, 1955, X sold the 'plant 
where A was employed to M Corporation, an unrelated corporation, 
and A was employed by M. If A exercises this restricted stock 
option on June 1, 1955, section 421 is not applicable to such exercise, 
because on J une 1, 1955, A is not employed by the corporation which 
granted the option or by a parent or subsidiary of such corporation. 
Nor was he employed by any of such corporations within three 
months before June 1, 1955. 

Example (8 ) . Assume the facts to be the same as in example 
(1) , except that when A was employed by M Corporation, the option 
to purchase X stock was terminated, and was replaced by an option 
to buy M stock in such circumstances that M Corporation is treated 
as a corporation issuing an option under section 421 (g) . If A exer- 
cises the option to purchase the share of M stock on June 1, 1955, 
section 421 is applicable for A is then employed by a corporation 
which issued an option under section 421(g). 

(c) (1) The determination whether an option ultimately exercised 
is a restricted stock option is made as of the date such option is 
granted. An option which is a restricted stock option when granted 
does not lose its character as such an option by reason of subsequent 
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events, and an option 'wliicli is not a restricted stock option wlieii ' 
granted does not become such an option by reason of subsequent events. 
See, however, § 1.421-4, relating to modification, extension, or re- 
newal of an option. 

(2) The application of subparagraph (1) of this paragraph may 
be illustrated by the following examples : 

Example (i). S— 1 Corporation is a subsidiary of S Corporation 
which, in turn, is a subsidiary of P Corporation. On June 1, 1954, 
P grants to an employee of P a restricted stock option to purchase a 
share of stock of S-l. On January 1, 1955, S sells a portion of the 
S-1 stock which it owns to an unrelated corporation and, as of that 
date, S-1 ceases to be a subsidiary of S. On May 1, 1955, while still 
employed by P, the employee exercises his option to purchase a share 
of S~1 stock. The employee has exercised a restricted stock option. 

Example (^). Assume P grants an option to an employee under 
the same facts as in example (1) above, except that on June 1, 1954, 
S-1 is not a subsidiary of either S or P. Such option is not a re- 
stricted stock option on June 1, 1954. On January 1, 1955, S pur- 
chases from an unrelated corporation a sufficient number of shares 
of S-1 stock to make S-1, as of that date, a subsidiary of S. On 
May 1, 1955, while still employed by P, the employee exercises his 
option to purchase a share of S— 1 stock. The employee has not 
exercised a restricted stock option. 

(d) For the rules applicable to an exercise of a restricted stock 
option by the estate of the individual to whom the option was granted, 
or by a person who acquired the option by bequest or inheritance or 
by reason of the death of such individual, see § 1.421-5 (d). 

§ 1.421-4 Modification, Extension, or Eenewal. — (a) In gen- 
eral , — Section 421(e) provides the rules for determining whether a 
shai’e of stock transferred to an individual upon his exercise of an 
option, after the terms thereof have been modified, extended, or re- 
newed, is transferred pursuant to the exercise of a restricted stock 
option. Such rules and the rules of this section are applicable to modi- 
fications, extensions, or renewals (or to changes which are not treated 
as modifications) in the case of an exercise of an option in any taxable 
year of the optionee which begins after December 31, 1953, and ends 
after August 16, 1954. 

(b) Effect of a modification^ extension^ or renewal, — (1) Any modi- 
fication, extension, or renewal of the terms of an option to purchase 
stock shall be considered as the granting of a new option. 

(2) Except as otherwise provided in subparagraph ( 3) of this para- 
graph, in case of a modification, extension, or renewal of an option, the 
highest of the following values shall be considered to be the fair market 
value of the stock at the time of the granting of such option for the 
purpose of applying the rule of section 421(d) (1) (A) — 

(i) The fair market value on the date of the original granting of 
the option, 

(ii) The fair market value on the date of the making of such modi- 
fication, extension, or renewal, or 

(iii) The fair market value at the time of the making of any in- 
tervening modification, extension, or renewal. 

459586“--58 12 
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(3) (i) The rules of subparagraph (2) of this paragraph do not 
apply if the aggregate of the monthly average fair market values of 
the stock subject to the option for the 12 consecutive calendar months 
l^receding the month in which the modification, extension, or renewal 
occurs, divided by 12, is an amount less than 80 percent of the fair 
market value of such stock on the date of the original granting of the 
option or the date of the making of any intervening modification, 
extension, or renewal, whichever is the highest. In such case, any 
modification, extension, or renewal of the option is treated as the 
granting of a new option but only the fair market value of the stock 
subject to the option at the time of the modification, extension, or re- 
newal is considered in determining whether the option is a restricted 
stock option. In the case of stocks listed on a stock exchange, the 
average fair market value of the stock for any month may be deter- 
mined by adding the highest and lowest quoted selling prices during 
such month and dividing the sum by two. The method used for de- 
termining the average fair market value of the stock for any month 
must be used for all twelve months, except where it is shown that such 
method cannot be used for any month or does not clearly reflect the 
average fair market value of the stock for any such month. 

(ii) The application of subdivision (i) of this subparagraph may 
be illustrated by the following example : 

Example. On June 1, 1954, a restricted stock option was granted 
to purchase before July 1, 1955, a share of stock for $85. The fair 
market value of such stock on June 1, 1954, was $100. On June 15, 
1955, when the fair market value of the stock is $60, such option is 
extended so that it is exercisable at any time before July 1, 1956, at 
$55 a share. The average fair market value of the stock subject to 
the option for each of the 12 calendar months preceding June 1955, 
is as follows : 

IBSk 

June $100 

July 90 

xiugust 80 

September 70 

October 80 

November 80 

December 90 

The aggregate of such values is $950. Wlien this sum is divided by 
12, the result is $79,17, which is an amount less than 80 percent of the 
fair market value of the stock ($100) when the option was granted. 
Accordingly, when the option is extended on June 15, 1955, the 
option price could have been reduced as low as $51 (85 percent of the 
fair market value of the stock on such day) without disqualifying 
the option as a restricted stock option. If the aggregate fair market 
values of the stock so ascertained had amounted to $960 or more, the 
rules of subparagraph (2) of this paragraph would have been ap- 
plicable with the result that any reduction in the option price would 
have disqualified the option as a restricted stock option. 

(c) Definition of modification^ extension^ or renewal. — (1) The 
time or date when an option is modified, extended, or renewed shall 
be determined, insofar as applicable, in accordance with the rules 

§ 1.421-4(b)(3) 


January $90 

February 80 

March 70 

April 60 

May 60 
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governing determination of the time or date of granting an option 
provided in § 1.4:21-1 (b). For the purpose of section 421, the term 
‘‘modification” means any change in the terms of the option which 
gives the optionee additional benefits under the option. For example, 
a change in the terms of the option, which shortens the period during 
which the option is exercisable, is not a modification. However, a 
change, which accelerates the time when the option is first exercisable, 
or which provides more favorable terms for the iDayment for the stock 
purchased under the option, is a modification. A mere change in the 
terms of the option, with respect to the number or price of the shares 
of stock subject to the option, to reflect a stock dividend or stock 
split-up is not a modification of the option. In case there is an as- 
sumption or substitution of the option by reason of certain corporate 
transactions, see paragraph (d) of this section. Where an option is 
amended solely to increase the number of shares subject to the option, 
such increase shall not be considered as a modification of the option, 
but shall be treated as the grant of a hew option for the additional 
shares, 

(2) Any change in the terms of an option for the purpose of 
qualifying the option as a restricted stock option grants additional 
benefits and, therefore, is a modification. For example, if an option 
was granted to purchase for $80 a share of stock, the fair market 
value of which was $100 at such time, and if later the option price 
is increased to $85 in order to meet the requirement of section 
421(d) (1) (A), such change is a modification of the option, although 
the price is increased. Accordingly, the option, despite the change, is 
not a restricted stock option if the fair market value of the share is 
more than $100 when the price is increased. However, if the terms 
of an option are changed to provide that the optionee cannot transfer 
the option except by will or by the laws of descent and distribution, 
such change is not a modification, provided the option is at the same 
time changed so that it is not exercisable after the expiration of ten 
years from the date the option was granted. 

(3) An extension of an option refers to the granting by the cor- 
poration to the optionee of an additional period of time within which 
to exercise the option beyond the time originally prescribed. A re- 
newal of an option is the granting by the corporation of the same 
rights or privileges contained in the original option on the same 
terms and conditions. The rules of this paragraph apply as well to 
successive modifications, extensions, and renewals. 

(d) Assumption or substitution of restricted stoch options in com 
nection with certain corporate transactions. — (1) Wliere, by reason 
of a corporate transaction, as defined in this paragraph, an employer 
corporation, or its parent or subsidiary corporation, assumes an exist- 
ing option, or issues a new option in place of the old option, such 
assumption or issuance is not a modification, if — 

(i) The excess of the aggregate fair market value of the stock 
suoject to the option immediately after such assumption or is- 
suance over the aggregate option price is not more than the excess 
of the aggregate fair market value of the stock subject to the option 
immediately before such assumption or issuance over the aggregate 
option price, and 
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(u) Such assumption of the old option, or issuance of the new 
option, does not give the optionee additional benefits under the 
option. 

For the purpose of this paragraph, the term “corporate transaction” 
means a corporate merger, consolidation, purchase or acquisition of 
property or stock, separation, reorganization, or liquidation. TMs, 
for this purpose, a “corporate transaction” includes a taxable transac- 
tion (such as, a purchase of stock or property for cash) and any 
corporate reorganiza,tion (whether or not it comes within the defini- 
tion of such term in section 368) and any corporate liquidation 
(whether or not section 332 is applicable). 

(2) (i) Section 421 (g) provides rules under which a new employer, 
or parent or subsidiary of a new employer, may by reason of a cor- 
porate transaction assume a restricted stock option granted by the 
former employer or parent or subsidiary thereof, or issue a new re- 
stricted stock option in place of the option granted by the former 
employer or parent or subsidiary thereof, without having such as- 
siimption or substitution considered a modification of the option. 
For example, section 421(g) may apply where there is a merger of 
-X Corporation into Y Corporation and Y Corporation wishes to em- 
ploy the employees of X Corporation and to assume restricted stock 
^tions which had been granted to them by their former employer, 
^ Corporation. Another example is where X Corporation forms a 
new subsidiary, Y Corporation, and transfers to it certain assets and 
employees, and where Y Corporation wishes to grant to such em- 
ployees a restricted stock option to purchase its stock in place of the 
restricted stock option which they had to purchase stock of X 
Corporation. 


(ii) Section 421(g) also provides rules under which a new parent 
or subsidiary corporation of the employer corporation may by reason 

^ corporate transaction assume a restricted stock option granted 
by the employer or parent or subsidiary thereof, or issue a new re- 
stricted stock option in place of the option granted by the employer 
subadiary thereof, without having such assumption or 
substitution considered a modification of the option. Section 421 (<>•) 
apply, for example, where X Corporation acquires a new sim- 
mdiary, 1 Corporation, by purchase of stock and desires to grant to 
t^^^^loyees oi Y Corporation a restricted stock option to buy stock 
ot X Corporation in place of the restricted stock option which they 
have to purchase the stock of Y Corporation. ^ 

(iii) Section 421(g) applies only when the assumption or substi- 
tution occurs by reason of a corporate transaction as^defined in this 
paragraph. Thus, section 421 (_g) may apply where as a result of 
a corporate transaction a restricted stock option can no longer be 
exercised, or if exercised, section 421 would not apply (see tlm firS 
example m subdivision (i) of this subparagraph). Moreover sZ- 
tmn 421(g) may apply in any case where the reason for the assumn- 

tmrsaotion even tlou|li 
there could have been a, valid exercise under section 421 of the orio-iiml 
option (see the second example in subdivision (i) of this subpL-a- 
graph and the example in subdivision (ii) of this subparagraph). 
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However, a corporation which has issued an option may not substi- 
tute a new option for such option under section 421(g) . 

(3) For section 421(g) to apply, it is not necessary to show that 
the corporation assuming^ or substituting the option is under any 
obligation to do so. In fact, section 421(g) may apply where the 
option which is being assumed or replaced expressly provides that 
it will terminate upon the occurrence of certain corporate transac- 
tions. However, section 421(g) cannot be applied to revive a re- 
stricted stock option which, for reasons not related to the corporate 
transaction, expires before it can properly be assumed or replaced 
under section 421(g). For section 421(g) to apply, the assumed or 
substituted option must qualify as a restricted stock option. 

(4) Section 421(g) does not apply if the terms of the assumed 
or substituted option confer on the employee more favorable benefits 
than he had under the old option. Thus, section 421(g) would not 
apply if the old option had just two years to run but the new option 
lias more than two years to run. 

(5) For the purpose of applying section 421(g), the assumption 
or substitution shall be considered to occur at the time that the 
optionee would, except for section 421 (g) , be considered to have been 
granted the option which the employer corporation, or parent or 
subsidiary thereof, is issuing or assuming. ^ assumption or sub- 
stitution which occurs by reason of a corporate transaction may occur 
before or after the corporate transaction. 

(6) In order to have a substitution of an option under section 
421(g) the optionee must, in connection with the corporate transaction, 
lose his rights under the old option. There cannot be a substitution 
of a new option for an old option within the meaning of section 421 (g) 
if it is contemplated that the optionee may exercise both the old option 
and the new option. It is not necessary, however, to have a complete 
substitution of a new option for the old option. For example, assume 
that X Corporation forms a new corporation, Y Corporation, by a 
transfer of certain assets and distributes the stock of Y Corporation 
to the shareholders of X Corporation. Assume further that E, an 
employee of X Corporation, is thereafter an employee of both X 
Corporation and Y Corporation. Y Corporation wishes to substitute 
an option to purchase some of its stock for the restricted stock option 
which employee E has entitling him to purchase 100 shares of the stock 
of X Corporation. The option to purchase the stock of X Corpora- 
tion, at $42.50 a share, was granted when the stock had a fair market 
value of $50 a share, and the stock was worth $100 a share just before 
the distribution of the new corporation’s stock to the shareholders 
of X Corporation. The stock of X Corporation and of Y Corpora- 
tion is worth $50 a share just after such distribution, which also is 
the time of the substitution. On these facts an option to purchase 
200 shares of stock of Y Corporation at $21.25 a share could be given 
to the employee in complete substitution for the old option. It would 
also be permissible to give the employee an option to purchase 100 
shares of stock of Y Corporation at $21.25 a share m substitution 
for his right to purchase 50 of the shares covered by the old option. _ 

(7) Any reasonable methods may be used to determine the fair 
market value of the stock subject to the option immediately before 
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the assumption or substitution and the fair market value of the stock 
subject to the option immediately after the assumption or substi- 
tution. Such methods include the valuation methods described in 
§ 20.2031-2 of this chapter (the Estate Tax Regulations) . In the case 
of stock listed on a stock exchange,, the fair market value may be 
based on the last sale before and the first sale after the assumption 
or substitution if such sales clearly reflect the fair market value of 
the stock, or may be based upon an average selling price during a 
longer period, such as the day or week before, and the day or week 
after, the assumption or substitution. If the stocks are not listed, 
or if they are newly issued, it will be reasonable to base the determi- 
nation on experience over even longer periods. In the case of a 
merger, consolidation, or other reorganization which is arrived at by 
arm's length negotiations, the fair market value of the stocks subject 
to the option before and after the assumption or substitution may 
be based upon the values assigned to the stock for purposes of the 
reorganization. For example, if in the case of a merger the parties 
treat each share of the merged company as being equal in value to a 
share of the surviving company, it will be reasonable to assume that 
the stocks are of equal value so that the substituted option may permit 
the employee to purchase at the same price one share of the surviving 
company for each share he could have purchased of the merged 
company. 

(8) For the purpose of applying section 121 (g) , the determination 
of whether the parent-subsidiary relationship exists shall be based 
ui^on circumstances existing immediately after the corporate trans- 
action. 

(e) Effect on qualification . — restricted stock option may, as a 
result of a modification, extension, or renewal, thereafter cease to be 
a restricted stock option, or any option may, by modification, exten- 
sion, or renewal, thereafter become a restricted stock option. 

(f ) Examfles . — The rule stated in section 421 (e) may be illustrated 
by the following examples : 

Example (i). On June 1, 1954, the X Corporation grants to an 
employee an option to purchase 100 shares of the stock of X Corpora- 
tion at $90 per share, such option to be exercised on or before June 1, 
1956. At the time the option is granted, the fair market value of the 
X Corporation stock is $100 per share. On February 1, 1955, before 
the employee exercises the option, X Corporation modifies the option 
to provide that the price at which the employee may purchase the 
stock shall be $80 per share. On February 1, 1955, the fair market 
value of the X Corporation stock is $90 per share. Under section 
421(e) , the X Corporation is deemed to have granted an option to the 
employee on February 1, 1955. Unless the value of the stock has sub- 
stantially declined making paragraph (b) (3) of this section appli- 
cable, such option shall be treated as an option to purchase at $80 per 
share 100 shares of stock having a fair market value of $100 per 
share, that is, the higher of the fair market value of the stock on 
June 1, 1954, and on February 1, 1955. The exercise of such option 
by the employee after February 1, 1956, is not the exercise of a re- 
stricted stock option. 

Example (^). On June 1, 1964, the X Corporation grants to an 
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employee a restricted stock option to purchase 100 shares of X Cor- 
poration stock at $90 per share, exercisable after December 31, 1955, 
and on or before June 1, 1956. On J une 1, 1954, the fair market value 
of X Corporation’s stock is $100 per share. On February 1, 1955, X 
Corporation modifies the optio-n to provide that the option shall be 
exercisable on or after February 1, 1955, and on or before June 1, 
1956. On February 1, 1955, the fair market value of X Corporation 
stock is $110 per share. Under section 421(e), X Corporation is 
deemed to have granted an option to the employee on February 1, 
1955, to purchase at $90 per share 100 shares of stock having a fair 
market value of $110 per share, that is, the higher of the fair market 
value of the stock on June 1, 1954, and on February 1, 1955. The 
exercise of such option by the employee is not the exercise of a 
restricted stock option. 

Example (J). The facts are the same as in example (1), except 
that the employee exercised the option to the extent of 50 shares on 
January 15, 1955, before the date of the modification of the option. 
Any exercise of the option after February 1, 1955, the date of the 
modification, is not the exercise of a restricted stock option. See 
example (1) in this paragraph. The exercise of the option on 
January 15, 1955, pursuant to which 50 shares were acquired, is the 
exercise of a restricted stock option. 

Example (J). On June 1, 1954, the X Corporation grants to an 
employee an option to purchase 100 shares of the stock of X Cor- 
poration at $80 per share, such option to be exercised on or before 
June 1, 1956. At the time the option is granted, the fair market value 
of the X Corporation stock is $100 per shai'e. On February 1, 1955, 
before the employee exercises the option, the X Corporation modifies 
the option to provide that the number of shares ox stock which the 
employee may purchase at $80 per share will be 250. On February 
1, 195^ the fair market value of the X Corporation stock is $90 per 
share. , Under these facts, the X Corporation has granted two op- 
tions, one option (not a restricted stock option) with respect to 100 
shares having been granted on June 1, 1954, and the other oj^tion (a 
restricted stock option) with respect to the additional 150 shares 
having been granted on February 1, 1955. In the absence of facts 
identifying which option is exercised first, the employee will be 
deemed to have exercised the options in the order in which they 
xvere granted. 

§ 1.421-5 Operation oe Section 421. — (a) Riiles applicable to all 
restricted stock options . — (1) In general . — If a share of stock is trans- 
ferred to an individual pursuant to his timely exercise of a restricted 
stock option and is not disposed of by him within two years from the 
date of the granting of the option nor within six months after the 
transfer of such share to him, then, under section 421(a) — 

(i) Xo income shall result at the time of the transfer of such 
share to the individual upon his exercise of the option with respect 
to such share; 

(ii) No deduction under section 162 shall be allowable at any 
time to the employed corporation of such individual or its parent 
or subsidiary corporation, or to a corporation which assumed or 
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issued the option under section 421(g), with respect to the share 
so transferred ; and 

(iii) hTo amount other than the option price shall be considered 
as received by any of such corporations for the share so transferred. 
For the purpose of subdivisions (i), (ii), and (iii) of this subpara- 
graph, each share of stock transferred pursuant to a restricted stock 
option is treated separately. For example, if an individual, while 
employed by a corporation granting him a restricted stock option, 
exercises the option with respect to part of the stock covered by the 
option, and if such individual exercises the balance of the option more 
than three months after leaving such employment, the application of 
section 421 to the stock obtained upon the earlier exercise of the option 
is not affected by the fact that the income taxes of the employer and 
the individual with respect to the stock obtained upon the later exercise 
of the option are not determined under section 421. 

(2) Holding f&nod, — The special rules provided in section 421(a) 
are not applicable if the individual disposes of the share of stock 
within twm years from the date the option is granted or within six 
months after the transfer of such share to him. Section 421 is not 
made inaj)plicable by a transfer within the 2-year or 6-month ])eriod 
if such transfer is not a disposition of the stock as defined in sub- 
paragraph (3) of this paragraph, for example, a transfer from the 
decedent to his estate or a transfer by bequest or inheritance. Simi- 
larly, a disposition by the executor, administrator, heir, or legatee 
is not a disposition by the decedent. In case a restricted stock option 
is exercised by the estate of the individual to whom the option was 
granted, or by a person who acquired the option by bequest or inheri- 
tance or by reason of the death of such individual, see paragraph (d) 
of this section. 

(3) Disposition of stock. — (i) For the purpose of section 421, the 
term “disposition” includes a sale, exchange, gift, or any transfer of 
legal title, but does not include — 

(a) A transfer from a decedent to his estate or a transfer by 
bequest or inheritance ; or 

(b) An exchange which occurs in a taxable year of the optionee 
beginning after December 31, 1953, and ending after August 10, 
1954, and to wdiich is applicable section 354, 355, 356, or 103() (or 
so much of section 1031 as relates to section 1036) or a correspond- 
ing provision of the Internal Eevenue Code of 1939; or 

(c) A mere pledge or hypothecation. 

However, a disposition of the stock pursuant to a pledge or hypothe- 
cation is a disposition by the individual, even though the making of 
the pledge or hypothecation is not such a disposition. 

(ii) If an individual exercises a restricted stock option, a share of 
stock acquired pursuant to such exercise is not considered disposed of 
by the individual if such share is taken in the name of the individual 
and another person jointly with right of survivorship, or is subse- 
quently transferred into such joint ownership, or is retransferred 
from such joint ownership to the sole ownership of the inclividual. 
However, any termination of such joint ownership is a disposition 
of such share, except to the extent that the individual reacquires 
ownership of the share. For example, if such individual and his joint 

§ 1.421-5 (a) (2) 



181 


owner transfer such share to another person, the indiTidual has made 
a disposition of such share. Likewise, if a share of stock held in the 
joint names of such individual and another person is transferred to 
the name of such other person, there is a disposition of such share 
by the individual. If an individual exercises a restricted stock option 
and a share of stock is transferred to another or is transferred to such 


individual in his name as trustee for another, the individual has made 
a disposition of such share. 

(4-) Examples . — The rules of section 421(a) may be illustrated by 
the following examples: 

Example {1 ) . On June 1, 1954, the X Corporation grants to E^, 
an emjjloyee, a restricted stock option to purchase 100 shares of X 
Corporation stock at $95 per share. On that date, the fair market 
value of X Corporation stock is $100 per share. On June 1, 1955, 
while employed by X Corporation, E exercises the option in full and 
pays X Corporation $9,500, and on that day X Corporation transfers 
to E 100 shares of its stock having a fair market value of $12,000. 
liefore June 1, 1956, E makes no disposition of the 100 shares so 
purchased. E realizes no income on June 1, 1955, with respect to the 
transfer to him of the 100 shares of X Corporation stock. X Cor- 
poration is not entitled to any deduction at any time with respect to 
its transfer to E of the stock. E’s basis for such 100 shares is $9,500. 

Example (2). Assume, in example (1), that on August 1, 1956, 
two years and one month after the granting of the option and one 
year and one month after the transfer of the shares to him, E ^lls 
the 100 shares of X Corporation stock for $13,000, which is the fair 
market value of the stock on that date. F or the taxable year in which 
the sale occurs, E realizes a gain of $3,500 ($13,000 minus E s basis 
of $9,500) , which is treated as long-term capital gain. 

Example (S ) . Assume, in example (2), that on August 1, 1956, 
16 makes a gift of the 100 shares of X Corporation stock to his 
Such disposition results in no realization of gain to E either tor the 
taxable year in which the option is exercised or the taxable y®^^^ 
which the gift is made. E’s basis of $9,500 becomes the donee’s basis 

for determining gain or loss. nr i iqkr 

Example U) . Assume, in example (1) , that on May 1, 1956, one 

year and 11 months after the granting X 

after the transfer of the shares to him, E sells the 100 shares of X 
Corporation stock for $13,000. The special rules of section 421(a) 
are not applicable to the transfer of the stock by X CofF^ation to 
E, because disposition of the stock was made by E within two years 
from the date the option was granted. See jiaragraph (e) of thi 
section for the effect of a disqualifying dispositmn. Cpn+f^mber 
Example 15 ) . Assume, in example (1) , that E dies on September 

1, 1955, owning the 100 shares of X ^orpo^n 

him pursuant to his exercise on June 1, 1955, of the 

option On the date of death, the fair market value of the stock is 

$12 500. No income is realized by E by reason of the 

lOo’ shares to his estate. If th® stock is haSs 

death for estate tax purposes, the basis of the 100 shares in the han 
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85 ‘'percent and 95 percent of the value of the stock. — (1) In general . — 
(i) If all tlie conditions necessary for the application of section 
421(a) exist, section 421(b) provides additional rules which are ap- 
plicable in cases where, at the time the restricted stock option is 
granted, the option price per share is less than 95 percent (but not 
less than 85 percent) of the fair market value of such sliai*e. In such 
case, upon the disposition of such share by the individual after th(3 
expiration of the 2-year and the 6-month periods, or upon his death 
while owning such share (whether occurring before or after the ex- 
piration of such periods), there shall be included in the individiuirs 
gross income as compensation (and not as gain upon the sale or ex- 
change of a capital asset) an amount determined in the following 
manner. If the option qualified under section 421(d) (1) (A) (i) (see 
§ 1.421-1 (d) (2) (i) ) such amount shall be the amount, if any, by 
wliich the option price is exceeded by the lesser of the fair market 
value of the share at the time the option was granted or tJie fair 
market value of the share at the time of such disposition or death. 
However, if the option qualified under section 421 (d) (1) ( A) (ii) (see 
§ 1.421-1 (d) (2) (ii)), such amount shall be whichever of the follow- 
ing amounts is lesser : 


(a) The excess of the fair market value of the share at the time 
of such disposition or death over the price paid under the option, or 
(5) The excess of the fair market value of the share at the time 
the option was granted over the option price, computed as ii* tlie 
option had been exercised at such time. 

The amount of such compensation shall be included in the individual's 
gross income for the taxable year in which the disposition occurs or 
for the taxable year closing with his death, whichever event i‘esults 
in the application of section 421 (b) . 

(ii) The application of the special rules provided in section 421(b) 
shall not affect the rules provided in section 421(a) with respect to 
the individual exercising the option, the employer corporation, or 
Its parent or subsidiary corporation. Thus, notwithstanding the in- 
clusion ox an amount as conipensation in the gross income of an indi- 
vidual, as provided in section 421(b), no income results to the indi- 
under section 162 is allowable at any time to the employer corporation 
„ Parent or subsidiary with respect to such amount. 

1 ■ r^i exercises a restricted stock option during 

his lifetime and ies before the stock is transferred to him pursuant 
0^ the option, the transfer of such stock to the indi- 
a^ninistrator, heir, or legatee is deemed, foi- the 
purpose of section 421, to be a transfer of the stock to the individual 
exercising the option and a further transfer by reason of death from 
such individual to his executor, administrator, 'heir, or legatee. 

m provided in section 421(b) are 

applicable to the ^position of a share of stock by an individual, 
the basis of such share in the individual’s hands at the time of kch 

section 1011, shall be increased by an 
amount equal to the amount includible as compensation in his <rross 

^““1 rales prOTidd in 

' ^ to a share of stock upon the cleatli of an 

individual, the basis of such share in the handfof the 
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person receiving the stock by bequest or inheritance shall be deter- 
mined under section 1014, and shall not be increased by reason of 
the inclusion upon the decedent’s death of any amount in his gross 
income under section 421(b). See example (9) of this paragraph 
with I'espect to the determination of basis of the share in the hands 
of a surviving joint owner. 

(3) Examples . — The operation of section 421(b) may be illustrated 
by the following examples : 

Example (i). On June 1, 1954, the X Corporation grants to E, 
an employee, a restricted stock option to purchase a share of X 
Corporation’s stock for $85. The fair market value of the X Coi’po- 
ration stock on such date is $100 per share. On June 1, 1965, E exer- 
cises the restricted stock option and on that date the X Corporation 
transfers the share of stock to E. On January 1, 1957, E sells the 
share for $150, its fair market value on that date. E makes his in- 
come tax return on the basis of the calendar year. The income tax 
consequences to E and X Corporation are as follows : (i) Compensa- 
tion in the amount of $15 is includible in E’s gross income for 1957, 
the year of the disposition of the share. The $15 represents the dif- 
ference between the option price ($85) and the fair market value of 
the share on the date the option was granted ($100) , since such value 
is less than the fair market value of the share on the date of dispo- 
sition ($150). For the purpose of computing E’s gain or loss on 
the sale of the share, E’s cost basis of $85 is increased by $15, the 
amount includible in E’s gross income as compensation. Thus, E’s 
basis for the share is $100. Since the share was sold for $150, E 
realizes a gain of $50, which is treated as long-term capital gain ; 

( ii) The X Corporation is entitled to no deduction under section 162 
at any time with respect to the share transferred to E. 

Example (^). Assume, in example (1), that E sells the share of 
X Corporation stock on January 1, 1958, for $75, its fair market 
value on that date. Since $75 is less than the option price ($85), 
no amount in respect of the sale is includible as compensation in E’s 
gross income for 1958. E’s basis for determining gain or loss on the 
s’ale is $85. Since E sold the share for $75, E realized a loss of $10 
on the sale, which loss is treated as a long-term capital loss. 

Example (S ) . Assume, in example (1) , that the option provides 
that the option price shall be 90 percent of the fair market value of 
a share of the stock on the day the option is exercised. On June 1, 
1955, when the option is exercised, the fair market value of the stock 
is $120 per share so that E pays $108 for the share of stock. Com- 
pensation in the amount of $10 is includible in E’s gross income for 
1957, the year of the disposition of the share. This is determined in 
the following manner. The excess of the fair market value of the 
stock at the time of the disposition ($150) over the price paid for 
the share ($108) is $42; and the excess of the fair market value of 
the stock at the time the option was granted ($100) over the option 
price, computed as if the option had been exercised at such time 
($90), is $10. Accordingly, $10, the lesser, is includible in gross 
income. In this situation, E’s cost basis of $108 is increased by 
$10, the amount includible in E’s gross income as compensation. 
Thus, E’s basis for the share is $118. Since the share was sold for 
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$150, E realizes a gain of $32, which is treated as loiigderiu eapii aJ 
gain. 

Emmiifle (^). Assume, in example (1), that iiisfead of s(.‘irnig 
the share on January 1, 1957, E makes a gift of tlie share on t hat day. 
Ill such case, $15 is includible as compensation in E's gross im^oini^ 
for 1957. E’s cost basis of $85 is increased by $17), tlie luuoiuit iiudnd- 
ible in E’s gross income as compensation. Tlius, E's basis foi* ( h(‘ 
share is $100, which becomes the donee’s basis, as of the ( iine of the 
gift, for determining gain or loss. 

Example (J). Assume, in example (2), tluit instead of s(‘lling 
the share on January 1, 1958, E makes a gift of t!u‘ sliare on that 
date. Since the fair market value of the shain on that day ($75) 
is less than the option price ($85), no amount in res{>eei of t lu> dis- 
position by way of gift is incluclible as compensation in lEs gross 
income for 1958. E’s basis for the share is $85, which heconn^s i he 
donee’s basis, as of the time of the gift, for tJie purpose of d<‘l ernu!)- 
ing gain. The donee’s basis for the ])urpo8e of di^tcrniining loss, 
determined under section 1015(a), is $75 (fair market value of ( he 
share at the date of gift). 

Example {6). Assume, in example (1), tliat after m'tjnii-ing the 
share of stock on June 1, 1955, E dies on xlugust 1, 195(h at, which 
time the share has a fair mai'ket value of $150. ( ’oinpcmsal ion ini he 
amount of $15 is includible in E’s gross income for 1 (axahh* \’'ear 
closing with his death, such $15 being the diirei'cnci' iKh ween* the 
option price ($85) and the fair market value of tlie shart». when t he 
option was granted ($100), since such value is less Ilian I lie fair 
market value at date of death ($150) . The basis of llie shtuv in t lu* 
hands of E’s estate is determined under section lOM wilhout rc'gard 
to the $15 includible in the decedent’s gross income. 

Example (7). Assume, in example (0), that< E dies on Angus! 
1, 1955, at which time the share has a fair imirket vahu^ of $1.50. 
Although E’s death occurred wuthin two years from the dat(* of I he 
granting of the option and within six months after tlie traiishn* of 
the share to him, the income tax consequences are the saim^ as in 
example (6). 

Example (5). Assume the same facts as in exanrph^. (1 ) except 
that the share of stock was issued in the names of E and Ids wlfo 
jointly with right of survivorship, and oxcetit that E and Ids wife^ 
sold the share on June 15, 1956, for $150, its fair maalcet value on I hat 
date. Compensation in the amount of $15 is includililt*, in iCs gross 
income for 1956, the year of the disposition of the shai*e. 'Fhe l>asis 
of the share m the hands of E and his wife for tlie riurpose of deter- 
mining gam or loss on the sale is $100, that is, tlie cost, of $85 in« 
creased by the amount of $15 includible as compensation in VYs gross 
income. The gam of $50 on the sale is treated as longdm-m iaHnia! 
gam, and is divided equally between E and his wife 

(9) Assume the same facts as in exain|)Ie (1), exiaqd 
that the share of stock was issued in the names of E and his wife 
survivorship, and except that E prcaleceased 

m the camouut of $15 is iiu-ladil.le 
m E gross income for the taxable year closing with his death. Bec> 
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example (6). The basis of the share in the hands of E’s wife as 
survivor is determined under section 1014 without regard to the $15 
includible in the decedent’s gross income. 

Example {10), Assume, in example (9), that E’s wife pre- 
deceased him on July 1, 1956. Section 421(b) does not apply in 
respect of her death. Upon the subsequent death of E on August 1, 
1956, the income tax consequences in respect of E’s taxable year 
closing with the date of his death, and in respect of the basis of the 
share in the hands of his estate, are the same as in example (6) . If 
E had sold the share on July 15, 1956 (after the death of his wife) , 
for $150, its fair market value at that time, the income tax conse- 
quences would be the same as in example (1) . 

(c) Apguisition of other stock. — (1) Section 421(c) provides that 
the special rules stated in section 421(a) and (b), if applicable with 
respect to stock transferred to an individual upon his exercise of an 
option, shall likewise be applicable with respect to stock acquired by 
a distribution or an exchange to which is applicable section 805, 354, 

355, 356, or 1036 (or so much of section 1031 as relates to section 1036) 
or a coiTesponding provision of the Intexmal Revenue Code of 1939, 
Stock so acquired shall, for the purpose of section 421, be considered 
as having been transferred to the individual upon his exercise of the 
option, A similar rule shall be applied in the case of a series of such 
acquisitions. With respect to such acquisitions, section 421(c) does 
not make inapplicable any of the provisions of section 305, 354, 355, 

356, or 1036 (or so much of section 1031 as relates to section 1036). 
Section 421(c) is applicable only with respect to such acquisitions 
which occur in any taxable year of the shareholder which begins after 
December 31, 1953, and ends after August 16, 1954. As to acquisitions 
occurring in earlier taxable years, see section 130A(c) of the Internal 
Revenue Code of 1939. 

(2) The application of subparagraph (1) of this paragraph may 
be illustrated by the following example: 

Example. If, with respect to stock transferred pursuant to the 
timely exercise of a restricted stock option, there is a distribution 
of new stock to which section 305(a) is applicable, and if there is a 
disposition of such new stock within two years after the option was 
granted, such disposition makes section 421 inapplicable to the trans- 
fer of the oiuginal stock pursuant to the exercise of the option to the 
extent that the disposition effects a reduction of the individual’s total 
interest in the old and new stock. However, if the new stock, as 
well as the old stock, is not disposed of within two years after the 
option was granted, nor within six months after the transfer of 
the old stock pursuant to the exercise of the option, section 421 is 
applicable. 

(d) Exercise after death . — (p If a restricted stock option is ex- 
ercised by the estate of the individual to whom the option was grmited, 
or by any person who acquired such option by bequest or inheritance 
or by reason of the death of such individual, and if such exercise 
occurs in a taxable year of the estate or of such person beginning 
after December 31, 1953, and ending after August 16, 1954, section 
421 applies to such exercise in the same manner as if such option had 
been exercised by such deceased individual. Oonsequently, neither 
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the estate nor such person is required to include any amount in gross 
income as a result of a transfer of stock pursuant to such exercise of 
the option. Nor does section 421 become inapplicable if such executor, 
administrator, or person disposes of the stock so acquired within two 
years after the granting of such option or within six months after 
the transfer of the stock pursuant to the exercise of such option. This 
exception as to the applicability of section 421 does not affect the 
ai)plicability of section 1222, relating to what constitutes a short-term 
and long-term capital gain or loss. The executor, administrator, or 
such person need not exercise the option within three months after 
the death of the individual to whom the option was granted for section 
421 to be applicable. However, the exercise of the option must be 
pursuant to the terms of the option, and any change in the terms of 
the option is subject to the rules of § 1.421-4, relating to the modifica- 
tion, extension, or renewal of the option. Section 421 is applicable 
even though such executor, administrator, or person is not employed 
by the corporation granting the option, or a parent or subsidiary 
thereof, either when the option is exercised or at any time. However, 
section 421 is not applicable to an exercise of the option by the estate 
or by such person, unless the individual to whom the option was 
granted met the requirements of § 1.421-3 (b), relating to the em- 
ployment of such individual, either at the time of his death or within 
three months before such time. If the option is exercised by a person 
other than the executor or administrator, or other than a person whO' 
acquired the option by bequest or inheritance or by reason of the death 
of such deceased individual, section 421 is not applicable to the exer- 
cise. For example, if the option is sold by the estate, section 421 does 
not apply to an exercise of the option by such buyer; but if the option 
is distributed by the administrator to an heir as part of the estate, 
section 421 is applicable to an exercise of the option by such heir. 

(2) Any transfer by the estate, whether a sale, a distribution of 
assets, or otherwise, of the stock acquired by its exercise of the option 
under this paragraph is a disposition of the stock. Therefore, if sec- 
tion 421(b), is applicable, the estate must include an amount as com- 
pensation in its gross income. Similarly, if section 421(b) is ap- 
plicable in case of an exercise of the option under this paragraph by 
a person who acquired the option by bequest or inheritance or by 
reason of the death of the individual to whom the option was granted, 
there must be included in the gross income of such person an amount 
as compensation, either when such person disposes of the stock, or 
when he dies owning the stock. 

(3) (i) If under section 421(b) an amount is required to be in- 
cluded in the gross income of the estate or of such person, the estate 
or such person shall be allowed a deduction as a result of the inclusion 
of the value of the restricted stock option in the estate of the indi- 
vidual to whom the option was granted. Such deduction shall be 
computed under section 691(c) by treating the restricted stock option 
as an item of gross income in respect of a decedent under section 691 
and by treating the amount required to be included in gross income 
under section 421(b) as an amount included in gross income under 
section 691 in respect of such item of gross income. No such deduc- 
tion shall be allowable with respect to any amount other than an 
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amount includible under section 421(b). For the rules relating to 
the computation of a deduction under section 691(c) , see § 1.691 (c)-l. 

(ii) The application of subdivision (i) may be illustrated by the 
following example: 

Example, On June 1, 1953, E was granted a restricted stock op- 
tion to purchase for $85 one share of the stock of his employer. On 
such day, the fair market value of such stock was $100 a share. E 
died on February 1, 1954, without having exercised such option. The 
option was, however, exercisable by his estate, and for purposes of 
the estate tax was valued at $30. On March 1, 1955, the estate exer- 
cised the option, and on March 15, 1955, sold for $150 the share of 
stock so acquired. For its taxable year including March 15, 1955, 
the estate is required by section 421 (b) to include in its gross income 
as compensation the amount of $15. During such taxable year, no 
amounts of income were properly paid, credited, or distributable 
to the beneficiaries of the estate. However, under section 
(6) (B) the estate is entitled to a deduction determined in the fol- 
lowing manner. E’s estate includes nomther items of income in 
respect of a decedent referred to in section 691(a), and no deduc- 
tions referred to in section 691(b), so that the value for estate tax 
purposes of the restricted stock option, $30, is also the net value oi 
all items of income in respect of the decedent. The estate tax at- 
tributable to the inclusion of the restricted stock option in the es- 
tate of E is $10. Since $15, the amount includible in gross income 
by reason of section 421(b), is less than the value for estate tax 
purposes of the option, only 15/30 of the estate tax ^f^^^butable^ o 
the inclusion of the option in the estate is deductible ; that lo/dU 
of $10, or $5. The estate realizes a capital gain of $50 sin^ the $lo 
which is included in the gross income of the estate is added to tne 
$85 paid for the stock in determining the basis of the stock, but the 
basis of the stock is not increased by reason of the inclusion of tiie 
restricted stock option in the estate (see section 1014(d) ) . Is o deduc^ 
tion under section 421(d) (6) (B) is allowable with respect to the $o0 

^t^^^Disquaiifying disposition. — The disposition of a share of stock, 
acquired by the exercise of a restricted stock option, mthin two years 
after the o-ranting of the option or within six months after the transfei 
of the share pursuant to such exercise makes ^ction ^1 inapplicable 
S imh transfer of the share. If such disqualifying disp^ition occurs 
iS a taxabk individual which begins after December 31 

1953 Li^nds after August 16, 1954, the income attributable to such 
transfer shall be treated by the individual as income received m the 
taxable year in which such disposition occurs. Similarly, if ?Tich d^®' 
taxapie yeai yv^ vear of the employer which begins after 

position occurs in a ^. e y ^ fg {954 the deduction at- 

Siwabie to’tiftrknJfer rf tChare 5 stook’p^uimt to.the e.»ci.e 

+liA r>ntion shall be allowable for the taxable year in which such dis 
of the cases no amount shall be treated as income, 

position wcurs. as a deduction, for any taxable year 
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to which such deduction is allowable shall be determined as if such 
deduction was claimed for the taxable year of the transfer. 

Accounting Peeiods and Methods of Accounting 
ACCOUNTING PERIODS 

§ 1.441 Statutory Provisions; Period for Computation of Tax- 
able Incosie. 

SEC. 441. PERIOD FOR COMPUTATION OP TAXABLE INCOME. 

(a) Computation of Taxable Income. — Taxable income shall be com- 
puted on the basis of the taxpayer’s taxable year . 

(b) Taxable Year. — ^Por purposes of this subtitle, the term “taxable 
year” means — 

(1) the taxpayer’s annual accounting period, if it is a calendar year 
or a fiscal year ; 

(2) the calendar year, if subsection (g) applies; or 

(3) the period for which the return is made, if a return is made for 
a period of less than 12 months. 

(c) Annual Accounting Period. — ^Por purposes of this subtitle, the term 
“annual accounting period” means the annual period on the basis of which 
the taxpayer regularly computes his income in keeping his books. 

(d) Calendar Year. — For purposes of this subtitle, the term “calendar 
year” means a period of 12 months ending on December 31. 

(e) Fiscal Year. — ^For purposes of this subtitle, the term “fiscal year” 
means a period of 12 months ending on the last day of any month other than 
December. In the case of any taxpayer who has made the election pro- 
vided by subsection (f), the term means the annual period (varying from 
52 to 53 weeks) so elected. 

(f) Election of Year Consisting of 52-53 Weeks. — 

(1) General rule. — ^A taxpayer who, in keeping his books, regularly 
computes his income on the basis of an annual period which varies from 
52 to 53 weeks and ends always on the same day of the week and ends 
always — 

(A) on whatever date such same day of the week last occurs in 
a calendar month, or 

(B) on whatever date such same day of the week falls which is 
nearest to the last day of a calendar month, 

may (in accordance with the regulations prescribed under paragraph 
(3) ) elect to compute his taxable income for purposes of this subtitle on 
the basis of such annual period. This paragraph shall ajjply to taxable 
years ending after the date of the enactment of this title. 

(2) Special rules for 52-53-week year. — 

(A) Effective Dates. — In any case in which the effective date or 
the applicability of any provision of this title is expressed in terms 
of taxable years beginning or ending with reference to a specified date 
which is the first or last day of a month, a taxable year described in 
paragraph (1) shall (except for purposes of the computation under 
section 21) be treated — 

(i) as beginning with the first day of the calendar month begin- 
ning nearest to the first day of such taxable year, or 

(ii) as ending with the last day of the calendar month ending 
nearest to the last day of such taxable year, 

as the case may be. 

(B) Change in accounting period. — In the case of a change from 
or to a taxable year described in paragraph (1) — 

(i) if such change results in a short period (within the meaning 
of section 443) of 359 days or more, or of less than 7 days, section 
443 (b) (relating to alternative tax computation) shall not apply; 

(ii) if such change results in a short period of less than 7 days, 
such short period shall, for purposes of this subtitle, be added to 
and deeroed a part of the following taxable year ; and 

(iii) if such change results in a short period to which subsec- 
tion (b) of section 443 applies, the taxable income for such short 
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period shall be placed on an annual basis for purposes of such 
subsection by multiplying such income by 365 and dividing the result 
by the number of days in the short period, and the tax shall be the 
same part of the tax computed on the annual basis as the number 
of days in the short period is of 365 days. 

(3) Regulations. — The Secretary or his delegate shall prescribe such 
regulations as he deems necessary for the application of this subsection, 
(g) No Books Kept; No Accounting Peeiods. — Except as pr<:»vided in 
section 443 (relating to returns for periods of less than 12 months), the 
taxpayer’s taxable year shall be the calendar year if — 

(1) the taxpayer keeps no books : 

(2) the taxpayer does not have an annual accounting period; or 

(3) the taxpayer has an annual accounting x>eriod, but such period 
does not qualify as a fiscal year. 


§ 1.441—1 Period for Computation of Taxable Income. — ( a) 

O om>j)utation of taxable inco^iie . — ^Taxable income shall be computed 
and a return shall be made for a xieriod known as the ‘taxable year 
For rules relating to methods of accounting, the taxable year for wliicli 
items of gross income are included and clediictions are taken, iiiren- 
tories, and adjustments, see sections 446 to 482, inclusive, and the 
regulations thereunder. 

'(b) Taxable year . — (1) The term “taxable year; means — 

(i) The taxpayer’s annual accounting period, if it is a calendar 

•year or a fiscal year; , . . ^ ^ 

(ii) The calendar year, if section 441 (g)^ (relating to taxpayers 
who keep no books or have no accounting period) applies ; or 

(iii) The period for which the return is made, if the return is 
made under section 443 for a period of less than 12 months, referred 

to as a “short period.” . n -jo 

(2) A taxable year may not cover a period of more than 
months except in the case of a 52-53-week taxable year. 

(3) A new taxpayer in his hrst return may adopt any taxable year 
which meets the requirements of section 441 and this section witho 
obtaining prior approval. The first taxable year of a new taxpayei 
must be adopted (m or before the time prescribed by law (not includ- 
ing exteSSs) for the filing of the return for such taxable year. 
However, for rules applicable to the adoption of a *^1'^ mSbf 
•1 nartnership see § 1^2-1 (h) (2). section i06(b), and § 

F Jr xS appl^^^^^^^^ to the ta^hle year of a member of an 
iated group wdiich makes a consolidated letiirn, see § . 

^ Jlt^AftS’a taxpayer has adopted a calendar or a fiscal year, he 

and partnerships, see also section i “annual accounting pe- 

(ci Annual aacounti^ “fiscal yS ™ the 

ii” t; oTwVcShSpayCigutoly computes his income in keeping 
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lishecl a fiscal year must make liis return on the basis of a calendai' 
year. 

(e) Fiscal year. — (1) The term “fiscal year” means — 

(i) A period of 12 months ending on the last day of any month 
other than December, or 

(ii) The 52-53-week annual accounting period, if such period 
has been elected by the taxpayer. 

(2) A fiscal year will be recognized only if it is established as the 
annual accounting period of the taxpayer and only if the books of the 
taxpayer are kept in accordance with such fiscal year. 

(f) Election of yeaT consisting of 52—53 weeks, — For rules relating 
to the 52-53-- week taxable year, see § l.Ml-2, 

(g) No hooks keft; no accounting yeriod, — Except in the case of 
a short period under section 443, the taxpayer’s taxable year shall be 
the calendar year if — 

(1) The taxpayer keeps no books; 

(2) The taxpayer does not have an annual accounting period 
(as defined in section 441(c) and paragraph (c) of this section) ; 
or 

^ (3) The taxpayer has an annual accounting period, but such pe- 
riod does not qualify as a fiscal year (as defined in section 441(e) 
and paragraph (e) of this section) . 

For the purposes of subparagraph (1) of this paragraph, the keeping 
of books does not require that records be bound. Kecords which are 
sufficient to reflect income adequately and clearly on the basis of an 
annual accounting period will be regarded as the keeping of books. 
A taxpayer whose taxable year is required to be a calendar year under 
section 441 (g) and this paragraph may not adopt a fiscal year without 
obtaining prior approval from the Commissioner since such adoption 
is treated as a change of annual accouting period. See section 442 
and § 1.442-1 (a) (2). 

§ 1.441-2 Election- of Year Consisting op 52-53 Weeks. — (a) 
Generod rule, — Section 441 (f) provides, in general, that a taxpayer 
may elect to compute his taxable income on the basis of a fiscal year 
which — 

(1) Varies from 52 to 53 weeks. 

(2) Ends always on the same day of the week, and 

(3) Ends always on — 

(i) IVliatever date this same day of the week last occurs in 
a calendar month, or 

(ii) Wliatever date this same day of the week falls which is 
nearest to the last day of the calendar month. 

F or example, if the taxpayer elects a taxable year ending a]wa 3 ^s on 
the last Saturday in November, then for the year 1956, "the taxable 
year would end on November 24, 1956. On the other hand, if the tax- 
paj’er had elected a taxable year ending always on the Saturday 
nearest to the end of November, then for the year 1956, the taxable 
year would end. on December 1, 1956. Thus, in the case of a taxable 
year described in (3) (i), the year will always end within the month 
and may end on the last day of the month, or as many as six days 
bexoie the end of the month. In the case of a taxable year described 
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in (3) (ii) , tlie year may end on the last day of the month or minv 

""" ttr/l n""?- T i 1- month. 

_(b) Apphcatton of effective dates.~{l) For the purpose of cUer- 

mnnng- the effective date for the applicability of any proidSon of thL 

title viiich IS e^yressed in terms of taxable years beginning or endino- 

iSLlh " specified calendar month, 

including the tune for filing returns and other documents, paviim tax. 

on ]\T ^i^-SS-week taxable year is deeiid to becrhi 

on the hrst day of the calendar month beginning nearest to the first dav 
of the 52-53-week taxable year, and is deemed to end or close on the 
iimt day of the calendar month ending nearest to the last dav of the 
t)o-week taxable year, as the case may be. The precediiis^ sentence 
(toes not apply to the computation of tax if subparao;raph {^2) of this 
piu^agraph, relating to the computation under section 21 of the effect 
ot changes in rates of tax during a taxable year, applies. The provi- 
sions of this subparagraph may be illustrated by the folio wiim ex- 
auiples: 


E xaii'h^le (1) . Assume that an income tax provision is applicable 
to taxable years beginning on or after January 1, 1957. For that 
^ 52— 53~week taxable year beginning on any day within the 
period December 26, 1956, to January 4, 1957, inclusive, shall be 
treated as beginning on January 1, 1957. 

Ii xample (^) . Assume that an income tax provision requires that 
a return must be filed on or before the 15th day of the third month 
following the close of the taxable year. For that purpose, a 52-53- 
Aveek taxable year ending on any day during the period May 25 to 
June 3, inclusive, shall be treated as ending on May 31, the last day 
of the month ending nearest to the last day of the taxable year, and 
the return, therefore, must be made on or before August 15. 

(2) If a change in the rate of tax is effective during a 52-53-week 
taxable year (other than on the first day of such year as determined 
under subparagraph (1) of this paragraph), the tax for the 52—53- 
week taxable year shall be computed in accordance with section 21, 
relating to effect of changes, and the regulations thereimder. For the 
purpose of the computation under section 21, the determination of the 
number of days in the period before the change, and in the period on 
and after the change, is to be made without regard to the provisions of 
subparagraph (1) of this paragraph. The provisions of this subpara- 
graph may be illustrated by the following examples: 

Example (i) . Assume a change in the rate of tax is effective for 
taxable years beginning after June 30, 1956. For a 52-53-week 
taxable year beginning on Wednesday, November 2, 1955, the tax 
must be computed on the basis of the old rates for the actual nunaber 
of days, from November 2, 1955, to June 30, 1956, inclusive, and on 
the basis of the new rates for the actual number of days from July 1, 


1956, to Tuesday, October 30, 1956, inclusive. 

Example (^). Assume a change in the rate of tax for taxable 
years beginning after June 30. For this purpose, a 52-53-week tax- 
able year beginning on any of the days from June 25 to July 4, in- 
clusive, is treated as beginning on July 1. Therefore, no computa- 
tion under section 21 will be required for such year because of the 


change in rate. 
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(c) Adoption of or change to or from S£S3-week taxable year , — 

(1) A new taxpayer may adopt the 52-53-week taxable year for his 
first taxable year if he keeps his books and computes his income on 
that basis, or if he conforms his books accordingly in closing them. 
The taxpayer must thereafter keep his books and report his income 
on the basis of the 52-58-week taxable year so adopted unless prior 
ai^proval for a change is obtained from the Commissioner. See sub- 
i3aragraph (4) of this paragraph. The taxpayer shall file with his 
return for his first taxable year a statement containing the informa- 
tion required in subparagraph (3) of this paragraph. A newly- 
formed partnership may adopt a 52-53-week taxable year without 
the permission of the Commissioner only if such a year ends either 
wnth reference to the same month in which the taxable years of all its 
principal partners end or with reference to the month of December. 
See § 1.706-1 (b)(1). 

(2) A taxpayer, including a partnership, may change to a 52-53- 
week taxable year without the permission of the Commissioner if the 
52—53-week taxable year ends with reference to the end of the same 
calendar month as that in which the former taxable year ended, and 
if the tax|)ayer keeps his books and computes his income for the year 
of change on the basis of such 52-53- week taxable year, or ii he 
conforms his books accordingly in closing them. The taxpayer must 
continue j:o keep his books and compute his income on the basis of 
such 52-53-week taxable year unless prior af)proval for a change is 
obtaiiied.^ See pbparagraph (4) of this paragraph. The taxpayer 
shall indicate his election to change to such 52—53-week taxable year 
by a statement filed with his return for the first taxable year for wliicli 
the election is made. This statement shall contain the information 
required in subparagraph (3) of this paragraph. 

(3) The statement referred to in subparagraphs (1) and (2) of 
this i^aragraph shall contain the following information : 

(i) The calendar month with reference to which the new 52-53- 
week taxable year ends ; 

(ii) The day of the week on which the 52-53-week taxable year 
always will end ; and 

(iii) Wliether the 52—53-week taxable year will always end on 
{a) the date on which such day of the week falls in the calendar 
nionth, or (6) on the date on which such day of the week falls wliich. 
IS nearest to the last day of such calendar month. 

(4) mere a taxpayer wishes to change to a ‘52-53-week taxable year 
and, in mdition, wishes to change the month with reference to wliicli 

, year ends, or where a taxpayer wishes to change from a 
D2-o3-week taxable year, he must obtain prior approval^ from the 
Commissioner, as provided in section 442 and § 1.442-1 

(5) If_a change from or to a 5a-53-week taxable year results in a 
short period (within the meaning of section 443) of 359 days or more 
or SIX days or less, the tax computation under section 443(b) shall not 

short period is 359 days or more, it shall be treated as a 
full taxable year. If the short period is six days or less, such short 

a mrt 7^^ 77 hut sht,ll be added to and deemed 

a part o_f the following taxable year. (In the case of a change from 
or to a o2-53-week taxable year not involving a change of the month 
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witli reference to which the taxable year ends, the tax computation 
under section 443 (b) does not apply since the short period will always 
be 359 days or more, or six days or less.) In the case of a short period 
which is more tlnaii six days, but less than 359 days, taxable income 
for the short period shall be placed on an annual basis for the purpose 
of section 443(b) by multiplying such income by 365 and dividing the 
result by the number of days in the short period. In such case, the tax 
for the short period shall be the same part of the tax computed on such 
income xolaced on an annual basis as the number of days in the short 
period is of 365 days (unless section 443(b) (2) and § 1.443-1 (b) ( 2), 
relating to the alternative tax computation, apply). For adjust- 
ment in deduction for personal exemption, see section 443(c) and 
§ 1.443-l(b)(l)(y). 

(6) The provisions of subparagraph (5) are illustrated by the fol- 
lowing examples : 

Example (i). A taxpayer having a fiscal year ending April 30 
elects for years beginning after April 30, 1955, a 52-53-week taxable 
year ending on the last Saturday in April. This election involves a 
short period of 364 days, from May 1, 1955, to April 28, 1956, inclu- 
sive. Since this short period is 359 days or more, it is not placed on 


an annual basis and is treated as a full taxable year. 

Example (2). Assume the same conditions as in example^ (1), 
except that the taxpayer elects for years beginning after April 30, 
1955, a taxable year ending on the Tuesday nearest to April 30. This 
election involves a short period of three days, from May 1 to May 3, 
1955. Since this short peiuod is less than seven days, tax is not sep- 
arately computed for it. This short period is added to and deemed 
part of the following 52-week taxable year which would otherwise 
beo-in on May 4, 1955, and end on May 1, 1956. Thus, that taxable 
year is deemed to begin on May 1, 1955, and end on May 1, 1956.^ 

( d) ComputcCtion of taxable income,— principles of section 451, 

relatiim to the taxable year for inclusion of items of gross income, 
and section 461, relating to the taxable year for taking deductions, 
are generally applicable to 52-53-week taxable years. Thus, items oi 
income and deductions are determined on the basis of a 52-53-week 
taxable year, except that such items may be determined as thougli 
tlie 52— 5*3-week taxable year were a taxable year consisting oi 12 cal- 
endar months if such practice is consistently followed by the tax- 
Tiayer and if income is clearly reflected thereby . In the case o e- 
preciation, unless some other practice is consistently followed, the 
allowance sliall be determined as though the 52-53-week yeai weie a 
taxable year consisting of 12 calendar months Amortization deduc- 
tions for the taxable year shall be determined as though the 52-^3- 
week year were a taxable year consisting of 12 - 

(e) ' Taxalle years T^eginmng More January 

after August 16, ^554— Pursuant to section 7851 (a) (1) (C) , tlie iegu- 
lations prescribed in this section relating to taxable years consistin 

shall also apply taxable years 

January 1, 1954, and ending after August 16, 1954, which years aie 
subject to the Internal Revenue Code ot laoy. 
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§ 1M2 Statutory Provisions ; Change of Annuae Accounting 
Period. 


SEC. 442. CHANGE OF ANNUAL ACCOUNTING I’EUIOD. 

If a taxpayer ciianges Ms annual accounting period, the new account- 
ing period shall become the taxpayer’s taxable year only it ihe changt; is 
approved by the Secretary or his delegate. For purposes of this subtitle, 
if a taxpayer to whom section 441(g) applies adopts an annual accounting 
period (as defined in section 441(c)) other than a calendar yc^ar, tlie tax- 
payer shall be treated as having changed liis annual accounting iieriod. 


lijLicu Hi secLiuii iie must oDLam prior approval iroin inc VyOiri- 

missioner by application, as provided in paragraph (b) of this se(‘tioii, 
or the change must be authorized under the Income Ta x liegiilations. 
Anew taxpayer who adopts an annual accounting period as provided 
in section 441 and §§ 1.441-1 or 1.441-2 need not secure the permis- 
sion of the Commissioner under section 442 and this section. How- 
ever, see subparagraph (2) of this paragraph. For adoption of and 
changes to or from a 52-53-week taxable year, see section 441 (f) and 
§ 1.441-2; for adoption of and changes in the taxable years of partners 
and partnerships, see paragraph (b) (2) of this section, section 700 (b) . 
^ special rules relating to certain corporations, 

subsidiary corporations, and newly married couples, see paragr{U)hs 
(c), (d), and (e), respectively, of this section. 

{2) Taxpayers to whom section Wig) Section 441(g) 

provides that if a taxpayer keeps no books, does not have an annmil 
accounting period, or has an accounting period which does not im^et 
the requirements for a fiscal year, his taxable year shall be the calendar 
year. If section 441(g) applies to a taxpayer, the adoption of a fiscal 
year will be tr^ted as a change in his annual accounting period under 
section 442. Therefore, such fiscal year can become the ta.xpayer\s 
axable year only with the approval of the Commissioner. Approval 
or oiiy such change will be denied unless the taxpayer a<>*recs in his 
application to establish and maintain accurate records of‘ his taxalde 

involved in the change and for the fi.seal 
which adequately and clearly 
jHhf taxable year constitutes the keeping of books 

/h meaning of section 441 (g) and § 1.441-1 ( «•) . 

(b) Pnor approval of the Commissioner. — (1) In General. — In or- 
der to secure prior approval of a change of a tax-paye?s anmml 

tlth theSmf “"St file an applicatioi on Form 1128 

or befor^f In f Internal Eevenue, Washington 25, I>. C., on 

nerifl fnp wt-llf T ° -tfie month following the close of the short 
Siiod ^ Id iiinf f required to effect the change of account ing 
proved whe^e the tnv accounting period will be ap- 

fenSkllfthe ehnF''^? establishes a substantial business purimk 
tablished a snbqtnDtiff’h determining whether a taxpayer has es- 
SderatSn wS £ business purpose for making the change, con- 

to the chano-e F facts and circumstances relating 

tne Change, including the tax consequences resulting therefrom. If 

§ 1.442 



195 


the effect of the change is to defer a substantial portion of the tax- 
payer's income, or to shift a substantial portion of deductions, from 
one year to another so as to reduce substantially the tax liability of 
the taxpayer, the change will ordinarily not be approved. Further, 
approval will ordinarily be denied if the effect of the change is to 
cause a similar deferral or shifting in the case of another taxpayer, 
such as a partner, beneficiary, etc., so as to reduce substantially such 
other taxpayer’s tax liability. In addition, a change will ordinarily not 
be approved if the short period resulting from the change is one in 
which there is a net operating loss. Among the non-tax factors that 
will be considered in determining whether a substantial business pur- 
pose has been established is the effect of the change on the taxpayer’s 
annual cycle of business activity. However, even tliough a substantial 
business purpose is not established, the Commissioner in appropriate 
cases may permit a husband and wife to change his or her taxable 
year in order to secure the benefits of section 2 (relating to tax in 
case of joint return). See paragraph (e) of this section for special 
rule for newly married couples. 

(2) Partnerships ‘and partners. — (i) A newly-formed partnership 
may adopt a taxable year which is the same as the taxable year of all 
its principal partners ( or is the same taxable year to which its prin- 
cipal partners who do not have such taxable year concurrently change) 
without securing prior approval from the Commissioner. If all its 
principal partners are not on the same taxable year, a newly-formed 
partnership may adopt a calendar year without securing prior ap- 
proval from the Commissioner. If a newly-formed partnership 
wishes to adopt a taxable year that does not qualify under the pre- 
ceding two sentences, the adoption of such year requires the prior 
approval of the Commissioner in accordance with section 706(b) (1) 
and § 1.706-1 (b). An existing partnership may change its taxable 
year without securing prior approval from the Commissioner if all 
its principal partners have the same taxable year to which the partner- 
ship changes, or if all its principal j)artners who do not have such a 
taxable year concurrently change to such taxable year. In any other 
case, an existing partnership may not change its taxable year unless 
it secures the prior approval of the Commissioner in accordance 
with paragraph (b)(1) of this section and section 706(b)(1) and 
§ 1.706-1 (b). 

(ii) A partner may change his taxable year only if he secures the 
prior approval of the Commissioner in accordance with paragraph 
(b)(1) of this section. 

(c) Special rule for Gertain corporations. — (1) A corporation may 
change its annual accounting period without the prior approval of 
the Commissioner if all the conditions in subparagraph (2) of this 
paragraph are met, and if the corporation files a statement with the 
district director of internal revenue with whom the returns of the 
corporation are filed at or before the time (including extensions) for 
filing the return for the short period required by such change. This 
statement shall indicate that the corporation is changing its annual 
accounting period under § 1.442-1 (c) and shall contain information 
indicating that all of the conditions in subparagraph (2) of this 
paragraph have been met. 
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(2) The provisions of this paragraph do not apply unless all of the 

following conditions are met : 

(i) The corporation has not changed its annual accounting pe- 
riod at any time within the ten calendar years ending with die 
calendar year which includes the beginning of the sliort period 
required to effect the change of annual accounting period; 

(ii) The short period required to effect the change of annual 
accounting period is not a taxable year in which the corporation 
has a net operating loss as defined in section 172 ; 

(iii) The taxable income of the corporation for the sliort pcu-iod 
required to effect the change of annual accounting periocl is, if 
23laced on an annual basis (see § 1.443-1 (b) (1) (i) and (ii))? HO 
percent or more of the taxable income of the corporation for the 
taxable year immediately preceding such short period ; and 

(iv) If a corporation had a special status (described in the fol- 
lowing sentence) either for the short period or for the taxable 
year immediately preceding such short period, it must have the 
same special status for both the short period and siicli taxable 
year. For the purpose of the preceding sentence, special status in- 
cludes only: a personal holding company, a foreign personal hold- 
ing company, a corporation which is an exempt organization, a 
foreign corporation not engaged in trade or business within the 
United States, a Western Hemisphere trade corporation, and a 
China Trade Act corporation. 

(3) If the Commissioner finds upon examination of the returns that 
the corporation, because of subsequent adjustments in establishing tax 
liability, did not in fact meet all the conditions in subparagraph. (2) 
of this paragraph, the statement filed under subparagraph (1) of this 
paragraph shall be considered as a timely application for permission 
to change the corporation’s annual accounting period to the taxable 
year indicated in the statement. 

(d) Special rule for change of annual accounting period hy 

lary corporation, — A subsidiary corporation which is required to 
change its annual accounting period under § 1.1502-14, relating to the 
accounting period of an affiliated group which files a consolidated 
income tax return, may do so by filing Form 1128 with the district 
director with whom the consolidated return is filed. Such form sha.ll 
be filed in accordance with that section. See also §§ 1.1502-1 3 (h) aiul 
1.1502-32. ^ ■■ ^ ^ 

(e) Special rule for neioly married couples. — (1) A newly mar- 
ried husband or wife may change his or her annual accounting period 
in order to adopt the annual accounting period of the other spouse so 
that a joint return may be filed for the first or second taxal)le year 
of such spouse ending after the date of marriage, provided that tlie 
newly married husband or wife adopting the annual accounting period 
of the other spouse files a return for the short period required by such 
change on or before the 15th day of the 4th month following tlie close 

short period. See section 443 and the regulations thereunder. 
1 : short-period return occurs before the 

date 01 marriage, the first taxable year of the other spouse ending 
atter the date of marriage cannot be adopted under this paragrapli.) 
ihe short-period return shall contain a statement that it is filed nu- 
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der autliority of § 1.442-1 (e). For a change of annual accounting 
period by a husband or wife which does not qualify under this sub- 
paragraph, see paragraph (b) of this section. 

(2) The provisions of this paragraph may be illustrated by the 
following example : 

Exam^ple. H & W marry on September 25, 1956. H is on a fiscal 
year ending June 30, and. W is on a calendar year. H wishes to 
change to a calendar year in order to file joint returns with W. W’s 
first taxable year after marriage ends on December 31, 1956. H may 
not change to a calendar year for 1956 since, under § 1.442-1 (e), he 
would have had to file a return for the short period from July 1 to 
December 31, 1955, by April 15, 1956. Since the date of inamage 
occurred subsequent to this due date, the return could not be filed 
under § 1.442-1 (e) . Therefore, H cannot change to a calendar year 
for 1956. However, IT may change to a calendar year for 1957 by 
filing a return under § 1.442-1 (e) by April 15, 1957, for the short 
period from July 1 to December 31, 1956. If IT files such a return, 
IT and W may file a joint return for calendar year 1957 (which is 
W’s second taxable year ending after the date of marriage) . 

(f) Effective date,— Th(d provisions of this section (other than 
paragraph (e) thereof) are effective for any change of annual ac- 
counting period where the last day of the short period to effect the 
change ends on or after the date the regulations under section 442 are 
published in the Federal Eegister [March 1, 1957]. 

§ 1.443 Statutory Provisions; Returns for a Period oe Less 
Than 12 Months. 

SEO. 443. RETURNS FOR A PERIOD OF LESS THAN 12 MONTHS. 

(a) Returns for Short Period. — A return for a period of less than 
12 months (referred to in this section as “short period”) shall be made 
under any of the followinji; circumstances: 

(1) Change of annual accounting period. — When the taxpayer, 
with the approval of the Secretary or his delegate, changes his annual 
accounting period. In such a case, the return shall be made for the 
short period beginning on the day after the close of the former taxable 
year and endiTig at the close of the day before the day designated as the 
first day of the new taxal)le year. 

(2) Taxpayer not in existence fob entire taxable year. — When the 
taxpayer is in existence during only part of what would otherwise be 
his taxable year. 

(3) Termination of taxable year for jeopardy. — When the Secre- 
tary or his delegate terminates the taxpayer’s taxable year under section 
6851 (relating to tax in jeopardy). 

(b) Computation of Tax on Change of Annual Accounting Period. — 

(1) General rule. — If a return is made under paragraph (1) of 
subsection (a), the taxable income for the short period shall be placed 
on an annual basis by multiplying such income by 12 and dividing the 
result by the number of months in the short period. The tax shall be 
the same part of the tax computed on the annual basis as the number of 
months in the short period is of 12 months. 

(2) Exception. — 

(A) Computation based on 12-month period. — If the taxpayer 
applies for the benefits of this paragraph and establishes the amount 
of his taxable income for the 12-month period described in subpara- 
graph (B), computed as if that period were a taxable year and under 
the law applicable to that year, then the tax for the short period, 
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eonipiitecl under paragraph (1), shall be reduced to the greater of the 
following : 

(i) an amount which bears the same ratio to the tax computed 
on the taxable income for the 12-month period as the taxable in- 
come computed on the basis of the short period bears to the taxable 
income for the 12-month period ; or 

(ii) the tax computed on the taxable income for the short period 
without placing the taxable income on an annual basis. 

The taxpayer (other than a taxpayer to whom subparagrai^h (J>) (ii) 
applies) shall compute the tax and file his return without the applica- 
tion of this paragraph. 

(B) 12-month peeiod. — The 12-month period referred to in sub- 
paragraph (A) shall be — 

(i) the period of 12 months beginning on the first day of the 
short period, or 

(ii) the period of 12 months ending at the close of tlie last day 
of the short period, if at the end of the 12 months referred to in 
clause (i) the taxpayer is not in existence or (if a corporation) 
has theretofore disposed of substantially all of its assets. 

(C) Application foe benefits.-— xipplication for the benefits of 
this paragraph shall be made in such manner and at such time as 
the regulations prescribed under subparagraph (D) may i*equire; 
except that the time so prescribed shall not be later than the time 
(including extensions) for filing the return for the first taxalile year 
which eiuls on or after the day which is 12 months after the first' day 
of the short period. Such application, in case the return was filed 
^Mthout regard to this paragraph, shall be considered a claim for 
Cl edit or refund with respect to the amount by which the tax Is 
reduced under this paragraph. 

Regulations.— The Secretary or his delegate shall prescribe 
para4aph^^^^^°^ deems necessary for the application of this 

ryf Deduction foe Peesonal Exemption. — In tlui case 

of a taxpajer other than a corporation, if a return is made for a short period 

stct?on'Tb)1of tax is not computeci ZU sidi^ 

1 exemptions allowed as a deduction under section 

bel- IhZZe f ^-educed to amounts which 

shm-t ierM Lars to 12 as the number of months in tlu.- 

putini-“^^ Eefebences.— F or Inapplicability of subsection (b) in com- 

(1) Accumulated earnings tax, see section 530. 

holding company tax, see section 546. 
tiof 557 personal holding company income, see S(‘c- 

tiof8o2W first. ^ investment company, see .sec- 

§ 1.44o-l Eettjrns POE Periods op Less Than 12 Months Li'i 

for short feriod.-}. return for a short periLl tW 

’'ear. However, auoh 1 
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is described in paragraph (b) of this section. In general, a return for 
a short period resulting from a change of annual accounting period 
shall be filed and the tas paid within the time prescribed for film«- a 
return for a taxable year of 12 months ending on the last day of the 
Kiiort period, pot a subsidiary corporation required to chkio-e its 
aimual accounting period under § 1.1502-14:, see 1150*>-13 lloO'^- 
S2,_aiKU.4:4:2-l(d). ’ 

(2) TcLvpa^er not in existence for entire taxable yeai\--\i a tax- 
payer is not in existence for tlie entire taxable year, a return is required 
foi' the short period during which the taxpayer was in existence. For 
example, a corporation organized on August 1 and adopting tlie caleii- 
d.ai* year as its annual accounting period is required to file a return for 
the short period from August 1 to December 81, and returns for each 
calendar year thereafter. Similarly, a dissolving corporation which 
hies its returns for the calendar year is required to file a return for 
the short period from January 1 to the date it goes out of existence. 
Income for the short period is not required to be annualized if the tax- 
paj^er is not in existence for the entire taxable year, and, in the case 
of a taxpayer other than a corporation, the deduction under section 151 
for personal exemptions (or deductions in lieu thereof) need not be 
reduced under section 448(c). In general, the requirements with re- 
siicct to the filing of returns and the payment of tax for a short period 
where the taxpayer has not been in existence for the entire taxable 
year are the same as for the filing of a return and the payment of tax 
for a taxable year of 12 months ending on the last clay of the short 
period. Although the return of a decedent is a return for the short 
|.)eriod beginning with the first day of his last taxable year and ending 
with the date of his death, the filing of a return and the payment of 
tax for a decedent may be made as though the decedent had lived 
tliroughout his last taxable year. 

(8) Termination of taxable year for jeopardy. — A return must be 
f ilc^d for a short period resulting from the termination by the Coin- 
iiiissioner of a taxpayer’s taxable year for jeopardy. See section G851 
and the regulations thereunder. 

(b) Computation of tax for short period on change of anmial ac- 
counting period. — (1) General rule. — (i) If a return is made for a 
sliort period resulting from a change of annual accounting period, 
the taxable income for the short period shall be placed on an annual 
basis l)y multiplying such income by 12 and dividing the result by 
the number of months in the short period. Unless section 448(b) (2) 
and subparagraph (2) of this paragraph apply, the tax for the short 
period shall be the same part of the tax computed on the annual basis 
as tlie number of months in the short period is of 12 months. 

( ii) If a return is made for a short period of more than 6 days, but 
less than 359 days, resulting from a change from or to a 52-58-weelv 
taxable year, the taxable income for the short period shall be annual- 
ized and the tax computed on a daily basis, as provided in section 
441(f) (2) (B) (iii) and § 1.441-2(c) (5).^ 

(iii) For method of computation of income for a short period in 
the case of a subsidiary corporation required 

accounting period to conform to that of its parent, see §§ l.loO-^^ 
and 1.1502-14. 
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(iv) All individual taxpayer making a return for a sliort period 
resulting from a change of annual accounting period is not allowed 
to take Bie standard deduction provided in section 141 in computing 
Ms taxable income for the short period. See section 142(b) (3). 

(v) In computing the taxable income of a taxpayer other than a 
corporation for a short period (which income is to be annualized in 
order to determine the tax under section 443(b) (1) ) the personal ex- 
emptions allowed individuals under section 151 (and any deduc- 
tions allowed other taxpayers in lieu thereof, such as the deduction 
under section 642(b) ) shall be reduced to an amount which bears tlie 
same ratio to the full amount of the exemptions as the number of 
months in the short period bears to 12. In the case of the taxable 
income for a short period resulting from a change from or to a 52—53- 
week taxable year to which section 441(f) (2) (B) (iii) applies, tlie 
computation required by the preceding sentence shall be made on a 
daily basis, that is, the deduction for personal exemptions (or any 
deduction in lieu thereof) shall be reduced to an amount which bears 
the same ratio to the full deduction as the number of days in the 
short period bears to 365. 

(vi) If the amount of a credit against the tax (for example, tlie 
credits allowable under section 34 and 35 for dividends received and 
for partially tax-exempt interest, respectively) is dependent upon 
the amount of any item of income or deduction, such credit slnill bo 
computed upon the amount of the item annualized separately in ac- 
cordance with the foregoing rules. The credit so computed shall l>o 
treated as a credit against the tax computed on the basis of the annual- 
ized taxable income. In any case in which a limitation on the a-mount 
of a credit is based upon taxable income, taxable income shall mean 
the taxable income computed on the annualized basis. 

(vii) The provisions of this subparagraph may be illustrated I>v 
the following examples : 

Example (i). A taxpayer with one dependent who has been 
gi anted permission under section 442 to change his annual account - 
^ return for the short period of 10 months ending 
October ol, 19o6. He has income and deductions as follows : 


Income 

Interest income 

Partially tax-exempt interest with respect to which 

allowable under section 35 

Dividends to which section 34 and 116 are applicable* 


a credit is 


.$ 10 , 000.00 

500.00 

750.00 


Deductions 

Real estate taxes 

2 personal exemptions at $600 on an annual ’basis 


The tax foi the 10-month period is computed as follows : 
Total income as above 

Less : 

Exclusion for dividends received. . . . aa 

2 personal exemptions ($1,200X10/12) . . ‘ i on o n 

Beal estate taxes ^ oaa aa 


.'i;ii,2r)().()() 

2(K).0() 

1 , 200.00 


$11,2,50.00 


1.443-1 (b)(1) (iv) 
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Taxable income for lO-montb period before annualizing SlOXiOO.OO 


Taxable ineome annualized ($10,000X12/10) 12,000jj0 

Tax on $12,000 before credits 3400.00 

Deduct credits: 

Dividends received for lO-month period $750.00 

Less : Excluded portion 50.00 


Included in gross income $700.00 

Dividend income annualized ($700X12/10) 810.00 

Credit (4% of $840) $33.60 

Partially tax-exempt interest included in gross 

income for 10-month period $500.00 

Partially tax-exempt interest (annualized) 

($500X12/10) 600.00 

Credit (S% of $600) 18.00 

51.60 


Tax on $12,000 (after credits) $3,348.40 

Tax for 10-month i)eriod ($3,348.40X10/12) $2,790,83 


Exaw/pls (.?). The X Corporation makes a return for the one- 
Biontli period ending September 30, 1956, because of a change in an- 
nual accounting period permitted under section 442. Income and 
expenses for the short period are as follows: 


Cross operating income 
business expenses 


$126,000 

130,000 


“Net loss from operations 

Dividends received from taxable domestic corporations 


$(4,000) 

30,000 


Gross ineome for short period before annualizing $26,000 

Dividends received deduction (85% of $30,000, but not in excess of 
85% of $20,000) ■ 


Taxable income for short period before annualizinj 
Taxable ineome annualized ($3,900X12) 

Tax on annual basis : $46,800 at 52% 

Less surtax exemption 

Tiix for one-month period ( $18,836 X% 2 ) 


$3,900 

$46,800 


$24,336 

5,500 

$18,836 


$1,570 


F‘vam.vle (S). The Y Corporation makes a return for the six- 
m on til period ending June 30, 1957, because of a change in annua 
acconntiiig period permitted under section 442. Income for the 
short period is as follows: 

Taxable ineome exclusive of net long-term capital gain $40,0TO 

l^et long-term capital gam ; 

Taxable income for short period before annualizing 

Taxable income annualized ($50,000X1%) JWO 

IIEGUT.AR Tax Oomi>utation : $100,000 

Taxable income annualized 
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Tax on annual basis : 

$100,000 at 52 percent $52,000 

Less surtax exemption 5,500 

$46,500 


Tax for G-month period ($46,500 X% 2 ) $23,250 


Alteenative Tax Computation : 

Taxable income annualized $100,000 

Less annualized capital gain ( $10,000 xi%) 20,000 


Annualized taxable income subject to partial tax $80,000 


Paetial Tax on Annual Basis : 

$80,000 at 52 percent $41,600 

Less surtax exemption 5,500 

$36,100 

25% of annualized capital gain ($20,000) 5,000 


Alternative tax on annual basis $41,100 


Alternative tax for 6-montb period ($41,100X%2) $20,550 


Since the alternative tax of $20,550 is less than the tax computed in 
the regular manner ($23,250), the corporation’s tax for the G-montli 
short period is $20,550. 

(2) Exception: computation based on 12~month period . — (i) A 
taxpayer whose tax would otherwise be computed under section 
443 (b) (1) (or section 441 (f ) (2) (B) (iii) in the case of certain changes 
from or to a 52-53-week taxable year) for the short period resnltiiig 
from a change of annual accounting period may apply to the district 
director to have his tax computed under the provisions of section 
443(b)(2) and this subparagraph. If such application is nnidc, as 
provided in subdivision ( v) of this subparagraph, and if the taxpayer 
establishes the amount of his taxable income for the 12-montli period 
described in subdivision (ii) of this subparagraph, then the tax for 
the short period shall be the greater of the following — 

[a) An amount which bears the same ratio to the tax computed 
on the taxable income which the taxpayer has established for the 
12-month period as the taxable income computed on the basis ol’ 
the short period bears to the taxable income for such 12-month 
period; or 

(&) The tax computed on the taxable income for tlic short pe- 
riod without placing the taxable income on an annual basis. 
However, if the tax computed under section 443(b) (2) and this sub- 
paragraph is not less than the tax for the short period com])uted 
under section 443(b) (1) (or section 441(f) (2) (B) (hi) in the case 
of certain changes from or to a 52-53-week taxable year) , then section 
443 (b) (2) and this subparagraph do not apply. 

(ii) The term “12-month period” referred to in subdivision (i) of 
this subparagraph means the 12-month period beginning on tlic tirst 
day of the short period. However, if the taxpayer is not in existence at 
the end of such 12-month period, or if the taxpayer is a corporation 
which has disposed of substantially all of its assets before the end of 
such H-month period, the term “12-month period” means the 12-month 
period endmg at the close of the last day of the short period. For the 
purposes of the preceding sentence, a corporation which has ceased 

§ 1.443-1 (b) (2) (i) 
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business and distributed so miicli of the assets used in its business that 
it cannot resume its customary operations with the remaining assets, 
will be considered to have disposed of substantially all of its assets. 
In the case of a change from a 52—53-week taxable year, the term 
montli period” means the period of 52 or 53 weeks (depending on the 
taxpayer's 52—53-week taxable year) beginning on the first day of the 
short period. 

(iii) (a) The taxable income for the 12-moiith period is com- 
puted under the same provisions of law as are applicable to the short 
period and is computed as if the 12-month period were an actual 
annual accounting period of the taxpayer. All items which fall in 
such 12-inonth period must be included even if they are extraordiiiaiy 
amount or of an unusual nature. If the taxpayer is a ineinber of 


111 


a partnership, his taxable income for the 12-inonth period shall in- 
clude his distributive share of partnership income for any taxable 
yeai' of the partnership ending wdthin or with such 12-month period, 
but no amount shall be included with respect to a taxable year of the 
partnership ending before or after such 12-month ^period. If any 
other item partially applicable to such 12-month period can he deter- 
mined only at the end of a taxable year which includes only part of 
the 12-montli period, the taxpayer, subject to review by the Com- 
missioner, shall apportion such item to the 12-inonth period on such 
manner as will most clearly reflect income for the 12-month period. 

( h ) In the case of a taxpayer permitted or required to use inven- 
tories, the cost of goods sold during a part of the 12-montli period 
included in a taxable year shall be considered, unless a more exact 
cietemiination is available, as such part of the cost of goods sold 
during the entire taxable year as the gross receipts from sales for 
siicli part of the 12-month period is of the gross receipts from sales 
for the entire taxable year. For example, the 12-month period of a 
corporation engaged in the sale of merchandise, which has a short 
period from January 1, 1956, to September 30, 1956, is the calendar 
year 1956, The three-month period, October 1, 1956, to December 
31 1956, is part of the taxpayer’s taxable year ending Septei^er 30, 
1957 The cost of goods sold during the three-month period, October 
1 1956, to December 31, 1956, is such part of the cost of goods sold 
durins entire fiscal year ending September 30, 195J, as the gross 
receipts from sales for such three-month period are of the gross re- 
ceiiits from sales for the entire fiscal year. . . , 

(c) The Commissioner may, in granting permission to a taxpayer 
to clnaime his annual accounting period, require, as a condition to 
nermittin*^ the change, that the taxpayer must take a closing inventoiy 
inTon tlm laTday of he 12-month period if he wishes to .obtam the 
lS“cL^ M3(b) (2) Such closing 

nnlv for the purposes of section 443(b)(2), and tne taxpayer win 
nofbo required tjiise such mTOntory in coi^iitaq tte tniablo incom 

t™r in ezamge 

nA rn establishes his taxable income for the 12-montii perioa nom 
Sliiry 1 1956, to December 31, 1956. The taxpayer has a short 
^ ’ § 1.443-1 (b)(2)(iv) 
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period of 10 months, from January 1, 1956, to October 31, 1956. The 
taxpayer files an application in accordance with subdivision (v) of 
this subparagraph to compute his tax under section 443 (b)(2). The 
taxpayer’s income and deductions for the 12-month period, as so 
established, follow : 


Incoaie 

Interest income $11,000 

Partially tax-exempt interest with respect to which a credit is allow- 
able under section 35 600 

Dividends to which sections 34 and 116 are applicable 850 


$12,450 

Deductions 

Beal estate taxes 200 

2 personal exemptions at $600 1,200 

Tax Computation por Shout Period Under Section 443(b) (2) (A) (i) 

Total income as above $12,450 

Less : 

Exclusion for dividends received $50 

Personal exemptions 1,200 

Deduction for taxes 200 1,450 


Taxable income for 12-month period $11,000 

Tax before credits 3,020 

Credit for partially tax-exempt interest (3% of $600) $18 

Credit for dividends received (4% of ($850 — 50) ) 32 50 


Tax under section 443(b) (2) (A) (i) for 12-month period $2,970 

Taxable income for 10-month short period from example (1) of para- 
graph (b) (1) before annualizing $10,000 

Tax for short peidod under section 443(b) (2) (A) (i) ($2,970 X $10,000 
(taxable income for short period) /$11,000 (taxable income for 12- 

month period) ) $2,700 

Tax Computation for Short Period Under Section 443(b) (2) (A) (ii) 

Total income for 10- month short period $11,250 

Less : 

Exclusion for dividends received $50 

2 personal exemptions 1,200 

Beal estate taxes 200 1,450 


Taxable income for short period without annualizing and without 

proration of personal exemptions $9,800 

Tax before credits 2,572 

Less credits : 

Partially tax-exempt interest (B% of $500) $15 

Dividends received (4% of ($750 — 50) ) 28 43 


Tax for short period under section 443(b) (2) (A) (ii) $2,529 


The tax of $2,700 computed under section 443(b) (2) (A) (i) is 
greater than the tax of $2,529, computed under section 443(b) (2) 
(A) (ii), and is, therefore, the tax under section 443(b) (2). Since 
the tax of $2,700 (computed under section 443(b) (2)) is less than 
the tax of $2,790.33 (computed under section 443(b)(1)) on the 
annualized income of the short period (see example (1) of para- 
graph (b) (1)), the taxpayer’s tax for the 10-month short period 
is $2,700. 

Examfle (^). Assume the same facts as in example (1) of this 
subdivision, except that, during the month of November 1956, the 

§ 1.443-1 (b) (2) (iv) 
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taxpayer suffered a casualty loss of $5,000. The tax computation for 
the short period under section 443 (b) (2) would be as follows: 

Tax Computation foe Short Period Under Section 443(b) (2) (A) (i) 


TaxalUe income for 12-month period from example (1) §11,000 

Tess : Casualty loss 5,000 


Taxable income for 12-month period §6,000 

Tax before credits $1,360 

Credits from example (1) 50 

Tax under section 443(b) (2) (A) (i) for 12-month period $^310 

Tax for short period ($1,310 X $10,000/$6,000) under section 443(b) 

(2)(A)(i) 32,183 

Tax Computation for Short Period Under Section 443(b) (2) (A) (ii) 

Total income for the short period $11,250 

Less : 

Exclusion for dividends received 3^0 

2 personal exemptions ^300 

Peal estate taxes 200 1,4 d0 

Taxable income for short period without annualizing and without 

pro ration of personal exemptions 

Tax before credits -,oi- 

Less credits : _ 

Partially tax-exempt interest (S% of $500) 

Dividends received (4% of ($750 — 50)) ^ 

Tax for short period under section 443(b) (2) (A) (ii) 

The tax of $2,529, computed under section 443(b)_(2)(A) (ii) is 
greater than the tax of $2,183 computed under faction 443(5) (2) 
(A) (i) and is, therefore, the tax under section 443(b) (2). since 
this tax is less than the tax of $2,790.33, 

443(b) U) (see example (1) of paragraph (b) ( 1 ) ), the taxpayer s 
tax for the 10 -month short period is $2,529. „ 

( v) ( a) A taxpayer who wishes to compute his tax tor a short pe 
riod resultino' from a change of annual accounting period under section 
443 (b) (2) nuist make an application therefor. Except as provided in 
"Miiision (6). the ta^pa^h shall to Sk h-toarn ftote short 
■npriofl and commite his tax under section 443(b) (1). ine appiica 
”fo “he bSK o« section M3(b) P) shall -tWtlg be nta^ 
in the form of a claim for credit or refund. The clam shall set tortn 

?o?n(rrptoUnd‘tn)rb^^^^^ 

rt4fp°re«ribS for aiing 

Ster ?i:e“<iSSng of the shjrt period. Thus, the tarpaper toust file 
45908G*-58 U § 1.443-1 (b) (2) (v) 
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iiis application not later than the time prescribed for {ilmg the ret urn 
for his fiscal year ending September 30, 1957. ^ If he obtains aa ex- 
tension of time for filing the return for such fiscal year, lie niay 
his application during the period of such extension. If the distru‘t 
director determines that the taxpayer lias established tlie anioiuit o 
his taxable income for the 12-month period, aii}^ excess of the tax paau 
for the short period over the tax computed under section (i3) 

will be credited or refunded to the taxpayer in the same manner as in 
the case of an overpayment. 

(h) If at the time the return for the short period is filed, the tax- 
payer is able to determine that the 12-month period ending with tlu^ 
close of the short period (see section 44:3(b) (2) (B) (ii) and snl>pju*a- 
graph (2) (ii) of this paragraph) will be used in the conijnital inns 
under section 443(b) (2), then the tax on the return for tlic short 
period may be determined under the provisions of section 443(b) ( 2) . 
In such case, a return covering the 12-month period shall l )0 attaduHl 
to the return for the short period as a part thereof, and the return and 
attachment will then be considered as an application for the Ixuitdifs 
of section 443(b) (2). 

(c) Adjust7nent in deduction for 'personal exemption . — For adjust - 
ment in the deduction for personal exemptions in computing the t ax 
for a short period resulting from a change of annual accounting’ |)o- 
riocl under section 443(b)(1) (or under section 441(f) (2) (\P>) (iii) 
in the case of certain changes from or to a 52~53-week taxable ycxai* ) , 
see paragraph (b) (1) (v) of this section. 

(d) Cross references . — For inapplicability of section 443(b) and 
paragraph (b) of this section in computing — 

(1) Accumulated earnings tax, see section 536 and the rcguhi- 
tions thereunder ; 

(2) Personal holding company tax, see section 546 and the regu- 
lations thereunder; 

(3) Undistributed foreign personal holding company inconuu 
see section 557 and the regulations thereunder ; and 

(4) The taxable income of a regulated investment company, see 
section 882(b) (2) (E) and the regulations thereunder. 


METHODS OF ACCOUNTING 
Methods op Accounting in General 

§ 1.446 Statutory Provisions; General Eule for Metiiods of 
Accounting. 

SEC. 446. GENERAL RULE FOR METHODS OP ACCOUNTING. 

Af 1 R'ULE.—Taxable income shall be computed under the nicitliod 

taxpayer regularly computes his 

income m keeping his books. 

w ihl Exceptions.— If no method of accounting has been regularly us(m1 

comnuta^^of'^t'.x’nM does not clearly reflect income, the 

computation of taxable income shall be made under such method as in f lio 

opinion of the Secretary or his delegate, does clearly reflect Income.’ 

Methods. — Subject to the provisious of subsections (a) 
Sme^ds^ac”^^ the follow- 

(l) IS®aS?LShodT^ disbursements method; 

(3) Any other method permitted by this chapter ; or 

§ 1.443-1 (c) 
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(4) Any combination of tlie foregoing methods permitted under regu- 
lations prescribed by the Secretary or his delegate. 

(d) ^ TAX'i'Avm:. Enoaoed in Moee Than One Business. — A taxpayer en- 
gaged ill more than one trade or business may, in computing taxable income, 
xnse a different method of accounting for each trade or business. 

(e) ItEQUIEEMENT RESPECTING CHANGE OF ACCOUNTING METHOD. — Except 
as otherwise expressly provided in this chapter, a taxpayer who changes 
the method of accounting on the basis of which he regularly computes his 
income in keeping his books shall, before computing his taxable inconie 
under the new method, secure the consent of the Secretary or his delegate. 


§ 1.44G~1 GeneRxIL Rule for Methods of Accounting. — (a) 
General rule. — (1) Section 446(a) provides that taxable income shall 
be computed under the method of accounting on the basis of which 
a taxpayer regularly computes his income in keeping his books. The 
term "hnetliod of accounting” includes not only the over-all method 
of accounting of the taxpayer but also the accounting treatment of 
any item. Examples of such over-all methods are the cash receipts 
and disbursements method, an accrual method, combinations of such 
inetliods, and combinations of the foregoing with various methods 
provided for the accounting treatment of special items. These meth- 
ods of accounting for special items include the accounting treatment 
prescribed for research and experimental expenditures, soil and water 
conservation expenditures, depreciation, net operating losses, etc. 
Excejit for deviations permitted or required by such special account- 
ing treatment, taxable income shall be computed under the method 
of accounting on the basis of which the taxpayer regularly computes 
liis income in keeping his books. For requirement respecting the 
a,doption or change of accounting method, see section 446(e) and 
paragraph (e) of this section. 

(2) It is recognized that no uniform method of accounting can be 
prescribed for all taxpayers. Each taxpayer shall adopt such forms 
and systems as are, in liis judgment, best suited to his needs. 
ever, no method of accounting is acceptable unless, in the opinion oi 
the Commissioner, it clearly reflects income. A method of accoiint- 
in<r which reflects the consistent application of generally accepted 
accoiinting principles in a particular trade or business iii accordance 
with accepted conditions or practices in that trade or business will 
ordinarily be regarded as clearly reflecting income, provided all items 
of gross income and expense are treated consistently ±rom year to year. 

( 3) Items of gross income and expenditures which are element s in 
the computation of taxable income need not be in the form ot cash. 
It is suflicient that such items can be valued in terms of money, t oi 
<i-eneral rules relating to the taxable year for inclusion of income^ and 
for taking deductions, see sections 451 and 461, and the regulations 

theieuiuleci^ taxpayer is required to make a return of liis taxable 
income for each tLable year and must maintain 
records as will enable him to file a coirect return. ^ ^ ^ 

and the regulations thereunder. Accounting records include the tax- 
payer’s ie-uHr books of account and such other records and data 
L may beAecessary to support the 

and on his i-etnr„_as, for e,..nple, a *®,,g the 


between such books and bis return. 


§ 1.446-1 (a) (4) 
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essential features that must be considered in maintaining such 
records : 

(1) In all cases in which the production, purchase, or sale of mer- 
chandise of any kind is an income-producing factor, merchandise on 
hand (including finished goods, work in process, raw materials, and 
supplies) at the beginning and end of the year shall be taken into 
account in computing the taxable income of the year. (For rules 
relating to computation of inventories, see sections 171 and 472, and 
the regulations thereunder.) 

(ii) Expenditures made during the year shall be properly classified 
as between capital and expense. For example, expenditures for such 
items as plant and equipment, which have a useful life extending 
substantially beyond the taxable year, shall be charged to a capital 
account and not to an expense account. 

(iii) In any case in which there is allowable with respect to an 
asset a deduction for depreciation, amortization, or depletion, any 
expenditures (other than ordinary repairs) made to restore the asset 
or prolong its useful life shall be added to the asset account or charged 
against the appropriate reserve. 

(b) Exceptions. — (1) If the taxpayer does not regulaidy employ a 
method of accounting which clearly reflects his income, the computa- 
tion of taxable income shall be made in a manner which, in the opinion 
of the Commissioner, does clearly reflect income. 

(2) A taxpayer whose sole source of income is wages need not 
keep formal books in order to have an accounting method. Tax re- 
turns, copies thereof, or other records inajr be sufficient to establish 
the use of the method of accounting used in the prej)aration of the 
taxpayer’s income tax returns. 

(c) Permissible methods. — (1) In general. — Subject to the provi- 
sions of paragraphs (a) and (b) of this section, a taxpayer may 
compute his taxable income under any of the following methods of 
accounting : 

(i) Cash receipts and disbursements method. — Generally, under 
the cash receipts and disbursements method in the computation of tax- 
able income, all items which constitute gross income (whether in the 
form of cash, property, or services) are to be included for the tax- 
able year in which actually or constructively received. Expenditures 
are to be deducted for the taxable year in which actually made. For 
rules relating to constructive receipt, see § 1.451—2. For treatment of 
an expenditure attributable to more than one taxable year, see section 
461(a) and § 1.461-1 (a) (1). 

(ii) Accrual method. — Generally, under an accrual method, in- 
come is to be included for the taxable year when all the events have 
occurred which fix the right to receive such income and the amount 
thereof can be determined with reasonable accuracy. Under such a 
method, deductions are allowable for the taxable year in which all 
the events have occurred which establish the fact of the liability giv- 
ing rise to such deduction and the amount thereof can be determined 
with reasonable accuracy. The method used by the taxpayer in deter- 
mining when income is to be accounted for will be acceptable if it 
accords with o-Anerally recognized and accepted income tax account- 

is consistently used by the taxpayer from year to 
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year. For example, a taxpayer engaged-in a manufacturing: business 
may account for sales of Ms product when the goods are shipped, when 
the product is delivered or accepted, or while title to the goods passes 
to the customer, whether or not billed, depending upon the method 
I'egularly employed in keeping his books. Likewise, the extent to 
Avliich indirect costs shall be included in computing cost of goods sold 
depends upon the method used by the taxpayer in treating such items 
in keeping his books. 

(iii) Other permissible methods . — Special methods of accounting 
are described elsewhere in chapter 1 of the Internal Revenue Code 
and the regulations thereunder. For example, see the following sec- 
tions and the regulations thereunder: Sections 61 and 162, relating 
to the crop method of accounting; section 453, relating to the install- 
ment method ; section 451, relating to the long-term contract methods. 
Ill addition, special methods of accounting for particular items of in- 
come and expense are provided under other sections of chapter 1. 
For example, see section 174, relating to research and experimental 
expenditures, and section 175, relating to soil and water conservation 


expenditures. 

(iv) Combinations of the foregoing methods . — (a) In accordmice 
with the following rules, any combination of the foregoing methods 
o f accounting will be permitted in connection with a tracle or business 
if such combination clearly reflects income and is consistently used. 
Where a combination of methods of accounting includes any special 
methods, such as those referred to in subdivision (iii) of this sub- 
paragraph, the taxpayer must comply with the requirements relating 
to such special methods. A taxpayer using an accrual method of 
accounting with respect to purchases and sales may use the cash 
method in computing all other items of income and expense. How- 
ever, a taxpayer who uses the cash method of accounting in computing 
<>Toss income from his trade or business shall use the cash method in 
computing expenses of such trade or business. Similarly, a taxpayei 
who uses an accrual method of accounting in computing business ex- 
lierises shall use an accrual method in computing items aiiecting gross 

income from his trade or business. . ^ 

(&) A taxpayer using one method of accounting in computnij^ 
items of income and deductions of his trade or business may compute 
other items of income and deductions not connected -with Ins tracle 
or business under a different method of accounting. 

(2) Special rules.— {i) In any case in which it is necessary to use 
an iibentory the accrual method of accounting must be used with 
regard to pmichases and sales unless otherwise authorized under sub- 

clivisioi^OO ^of this^subp^^^^^ will ^ regarded as clearly 

income unless all items of gross pmfft and 

consistenev from year to year. The Commissioner may autliorize a 

§ 1.446-1 (c)(2) 
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not specifically authorized by the Income Tax Eegulations-, if, in the 
opinion of the Commissioner, income is clearly reflected by the use 
of such method. See section 446 (a) and paragraph (a) ot this sec- 
tion, which require that taxable income shall be computed under the 
method of accounting on the basis of which the taxpayer regularly 
computes his income in keeping his books, and section 4:4(.)(e) and 
paragraph (e) of this section, which require the prior apjrroval of 
the Commissioner in the case of changes in accounting inethod. 

(d) Taxpayer engaged in more than one business. — (1) Where a 
taxpayer has two or more separate and distinct trades or businesses, 
a different method of accounting may be used for eacli trade or busi- 
ness, provided the method used for each trade or business clearly 
reflects the income of that particular trade or business. For example, 
a taxpayer may account for the operations of a personal service busi- 
ness on the cash receipts and disbursements method and of a manu- 
facturing business on an accrual method, provided such businesses 
are separate and distinct and the methods used for each clcyirly I'etlect 
income. The method first used in accounting for business income aiui 
deductions in connection with each trade or business, as evidenced in 
the taxpayer’s income tax return in which such income or deductions 
are first reported, must be consistently followed thereafter. 

(2) No trade or business will be considered separate and distinct 
for purposes of this paragraph unless a complete and separable set 
of books and records is kept for such trade or business. 

(3) If, by reason of maintaining different methods of accounting, 
there is a creation or shifting of profits or losses between the trades 
or businesses of the taxpayer (for example, through inventory a<ljust- 
ments, sales, purchases, or expenses) so that income of the taxpayer 
is not clearly reflected, the trades or businesses of the taxpayer will 
not be considered to be separate and distinct. 

(e) Requirement res'pecting the adoption or change of accountmg 
method. — (1) A taxpayer filing^ his first return may adopt any per- 
missible method of accounting in computing taxable income for the 
taxable year covered by such return. See section 446(c) and para- 
graph (c) of this section for permissible methods. Moreover, a ta.x- 
payer may adopt any permissible method of accounting in connection 
with each separate and distinct trade or business, the income from 
which is reported for the first time. See section 446 (d) and pa,ra“ 
graph (d) of this section. See also section 446(a) and paragraph (a) 
of this section. 

(2) (i) Except as otherwise expressly provided in cha|)ter 1 of the 
Internal Eevenue Code of 1954 and the regulations thereunder, a 
taxpayer who changes the method of accounting employed in ke(q)ing 
his books* shall, before computing his income upon such new method 
for purposes of taxation, secure the consent of the Commissioner. A 
change in the method of accounting includes a change in the over- 
all method of accounting for gross income or deductions, or a change 
m the treatment of a material item. Consent must be secured whether 
or not a taxpayer regards the method from which he desires to change 
to be proper. Thus, a taxpayer may not compute his taxable inconio 
under a method of accounting different from that previously used by 
him unless such consent is secured* 

§ 1.446-1 (d)(1) 
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(ii) Examples of changes requiring consent are: A change from 
the cash receipts and disbursements method to an accrual method, or 
vice versa ; a change involving the method or basis used in the valiia- 
tioii of inventories (see sections 471 and 472 and the regulations there- 
under) ; a change from the cash or accrual method to a long-term 
contract method, or vice versa (see § 1.451-3) ; a change involving the 
adoption, use, or discontinuance of any other specialized method of 
computing taxable income, such as the crop method ; or a change in 
the treatment of any other items of income or expenses, where material. 

(3) In order to secure the Commissioner’s consent to a change of a 
taxpayer’s method of accounting, the taxpayer must file an applica- 
tion by letter with the Commissioner of Internal Eeveiiue, Washington 
25, D. C., within 90 days after the beginning of the taxable year in 
which it is desired to make the change. The application shall be 
accompanied by a statement specifying the nature of the taxpayer's 
business, his present method of accounting, the method to which he 
desires to change, the taxable year in which the change is to be effected, 
the classes of items which would be treated differently under the new 
method, and all amounts which would be duplicafed or omitted as a 
result of the proposed change. The Commissioner may require such 
other information as may be necessary in order to determine whether 
tlie proposed change will be permitted. Permission to change a tax- 
payer’s method of accounting will not be granted unless ihe taxpayer 
and the Commissioner agree to the terms, conditions, and adjustments 
under which the change will he effected. See section 481 and regula- 
tions thereunder, relating to certain adjustments required by such 
chan<>-es, section 472 and the regulations thereunder, relating to changes 
to and from the last-in, first-out method of inventory goods, and 
section 453 and the regulations thereunder, relating to certain ad]ust- 
ments required by a change from an accrual method to the installment 
method. 


Taxable Year for Which Items op Gross Income Included 

§ 1 .45 1 Statutory^ Provisions ; General Extle for Taxable 1 ear 
OF Inclusion. 

SKC. 451. C4ENBRAL RULE FOR TAXABLE YEAR OP INCLUSION. 

OO General Rule— The amount of any item of gross income 

falls the date of the taxpayer’s death. 

5 1 451-1 General Rule for Taxable Ye-ui of Inclysioxl— ( ay 

General mZe.-Gains, profits, 
income for the taxable year in which 

SuirevLt hlv^oTuS S fix the right to riceive such income 

§ 1.451-l(a) 
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and tlie amount thereof can be determined 

Therefore, under such a method of accounting if, “ ;■ 

sarion for services, no determination can be made as to the « y i 

Smpensation or the amount thereof until the semuces ^ ^ Pea r 

the amoimtof compensation IS ordinarily income 'yy , 

which the determination can be made. Under the cash n . v .1 ,-y ,y,.oss 
bursements method of accounting, such an amount is ncludi ^ ^ ^ y y. 
income ^hen actually or constructively received. Where j 

income is properly accrued on the basis of a reasonable tst^. ‘ : ‘ 
the exact amount is subsequently determined, the 
shall be taken into account for the taxable year m which, such d _ 
nation is made. To the extent that income is attributabl_e to the i cov - 
ery of bad debts for accounts charged off in prior years, it is inc_i ^ ^ ^ < 
in the year of recovery in accordance with the taxpayer s niexhocl o iio- 
counting, regardless of the date when the amounts were chaa gea o . 
For treatment of bad debts and bad debt recoveries, see sections 1 > > 
and 111 and the regulations thereunder. For rules relating to tiic 
treatment of amounts received in crop shares, see section Cl and t nc 
regulations thereunder. For the year in which a partner ii^nst nudiuic 
his distributive share of partnership income, see section 1 00 (a.) and 
§ 1.706-1 (a). If a taxpayer ascertains that an item shoulcl liave bemi 
included in gross income in a prior taxable year, he should, if wit h in 
the period of limitation, file an amended return and pay any addi- 
tional tax due. Similarly, if a taxpayer ascertains that an item wiis 
improperly included in gross income in a prior taxable year, he sliouhh 
if within the period of limitation, file claim for credit or retund or 
any orerpajmient of tax arising therefrom. 

(b) Special rule in case of death. — (1) A taxpayer’s taxable year 
ends on the date of his death. See section 44f3(a) (2) and § 1.443-1 (a) 
(2). In computing taxable income for such year, there sliall bo 
included only amounts properly includible under the method of ao 
coimting used by the taxpayer. However, if the taxpayer used an 
accrual method of accounting, amounts accrued only by reason of Ins 
death shall not be included in computing taxable income for such year. 
If the taxpayer uses no regular accounting method, only amounts 
actually or constructively received during such year shall be included. 
(For rules relating to the inclusion of partnership income in tlie 
tiirn of a decedent partner, see subchapter K of chapter 1 of the 
Internal Revenue Code of 1954 and the regulations thereunder.) 

(2) If the decedent owned an installment obligation the income 
from which was taxable to him under section 453, no income is re- 
quired to be reported in the return of the decedent by reason of tlie 
transmission at death of such obligation. See section 453(d)(3). 
For tip treatment of installment obligations, acquired by the de- 
cedent’s estate or by any person by bequest, devise, or inheritance from 
the decedent, see section 691(a) (4) and the regulations thereunder. 

§ 1.451-2 CoxsTRucTivn Receipt or Income. — (a) General rule . — 
Income although not actually reduced to a taxpayer’s possession is 
conspiictively received by him in the taxable year during which it is 
m^edited to his account or set apart for him so that he may draw upon 
it at any time. However, income is not constructively received if the 

§ 1.451-1 (b) 
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is subject to substantial limitations 
hAn^f« V V f ^ coJ^Poration credits its employees with 

bonus stock, but the stock is not available to such employees until some 

,,nf . “P® crediting on the books of the corporation does 

not constitute receijit. 

( b ) Exa7nples of comtructwe receipt.— hxtoxtsi coupons vhich have 
uatured and are payable but which have not been cashed are construc- 
tively received in the taxable year during which the coupons mature, 
unless it can be shown that there are no riiiids available for paymeiit 
or the interest during such year. Dividends on corporate stock are 
^ received when unqualifiedly made subject to the demand 

ox the shareholder. However, if a dividend is declared payable on 
Deceinber 31 and the corporation followed its usual practice of paying 
the dividends by checks mailed so that the shareholders would not 
receive them until January of the following year, such dividends are 
not considered to have been constructively received until January. 
Interest on savings bank deposits is income to the depositor when 
credited on the books of the bank, even though the bank has a rule, 
seldom or never enforced, that it may require a certain number of 
clays’ notice before withdrawals are permitted. Generally, the amount 
of dividends^ or interest credited to shareholders of organizations 
sucli as building and loan associations or cooperative banks, is income 
to the shareholders for the taxable year when credited. However, 
if the amount of such dividends or interest is not available for the 
shareholders’ free and unrestricted use at the time credited, such 
amount is not constructively received and does not constitute income 
to the shareholder until the taxable year in which the amount is avail- 
able. Accordingly, if the amount of dividends or interest is accumu- 
lated and is not available to the shareholder until the maturity of a 
share, the crediting thereof to the shareholder’s account does not con- 
stitute constructive receipt. However, in such a case the total amount 
credited is income to the shareholder in the year of maturity. 


§ 1.451-3 Long-term Contracts. — (a) Definition . — The term 
^^long-term contracts” means building, installation, or construction 
contracts covering a period in excess of one year from the date of 
execution of the contract to the date on which the contract is finally 
completed and accepted. 

(b) 3Iethods . — Income from long-term contracts (as defined in 
paragraph (a) of this section), determined in a manner consistent 
with the nature and terms of the contract, may be included in ^oss 
income in accordance with one of the following methods, provided 
such method clearly reflects income : 

(1) Percentage of completion method . — Gross income derived from 
long-term contracts may be x'eported according to the percentage of 
completion method. Under this method, the portion of the gross con- 
tract price which corresponds to the percentage of the entire contract 
■which has been completed during the taxable year shall be includecl 
in gross income for such taxable year. There shall then be deducted 
all expenditures made during the taxable year in connection with tlie 
contract, account being taken of the material and supplies on hand 
at the beginning and end of the taxable year for use in such contract. 

§ 1.451-3 (b)(1) 
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Certificates of architects or engineers showing the percentage of com- 
pletion of each contract during the taxable year shall be available at 
the principal place of business of the taxpayer for inspection in con- 
nection with an examination of the income tax return. 

(2) Completed contract method . — Gross income derived from long- 
term contracts may be reported for the taxable year in which the con- 
tract is finally completed and accepted. Under this method, there 
shall be deducted from gross income for such year all expenses which 
are properly allocable to the contract, taldng into account any mate- 
rial and supplies charged to the contract but remaining on hand at the 
time of completion. 

(c) In general. — -Long-term contract methods of accounting apply 
only to the accounting for income and expenses attributable to long- 
term contracts. Other income and expense items, such as investment 
income or expenses not attributable to such contracts, shall be ac- 
counted for under a proper method of accounting. See section 
446(c) and § 1.446-1 (c). A taxpayer may change to or from a long- 
terrn contract method of accounting only with the consent of the Com- 
missioner. Ses section 446(e) and § 1.446-1 (e). When a taxpayer 
reports income under a long-term contract method, a statement to that 
effect shall be attached to his income tax return. 

§1.451-4 Accounting for Eedemption of Trading Stamps and 
Coupons.— ( a) If a taxpayer issues trading stamps or premium 
coupons with sales, which stamps or coupons are redeemable in mer- 
chandise or cash, he should, in computing the income from such sales, 
subtract only the amount which will be required for the redemption 
of such part of the total issue of trading stamps or premium coupons 
issued during the taxable year as will eventually be presented for 
redemption. This amount will be determined in the light of the 
experience of the taxpayer in his particular business and of other users 
of trading stamps or premium coupons engaged in similar businesses. 
The taxpayer shall file a statement showing with respect to each of 
the five preceding years, or such number of these years as stamps or 
coupons have been issued by him, the following : 

(1) The total issue of stamps or coupons during each year; 

(2) The total stamps or coupons redeemed in each year; and 

(3) Such other information as is necessary to establish the correct- 
ness of the amount subtracted from sales in each of such years. 

(b) Upon examination of the return, the amount subtracted in re- 
spect of such coupons will be adjusted if, in the opinion of the Com- 
missioner, such amount is incorrectly computed. 

§ 1.454 Statutory Provisions ; Obligations Issued at Discount. 
SEC. 454. OBLIGATIONS ISSUED AT DISCOUNT. 

(a) Noninterest-Beaeixg Obligations Issued at a Discount. — If, in 
tlie case of a taxpayer owning any non-interest-bearing obligation issued 
at a discount and redeemable for fixed amounts increasing at stated inter- 
vals or owning an obligation described in paragraph (2) of subsection (c), 
the increase in the redemption price of such obligation occurring in the 
taxable year does not (under the method of accounting used in computing 
his taxable income) constitute income to him in such year, such taxpayer 
may, at his election made in his return for any taxable year, treat such 
increase as income received in such taxable year. If any such election is 

§ 1.451-3 (b)(2) 
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made with respect to any such obligation, it shall apply also to all such 
obligations owned by the taxpayer at the beginning of the first taxable year 
to which it applies and to all such obligations thereafter acquired by him 
and shall be binding for all subsequent taxable years, unless on application 
by the taxpayer the Secretary or his delegate permits him, subject to such 
conditions as the Secretary or his delegate deems necessary, to change to 
a different method. In the case of any such obligations owned by the tax- 
payer at the beginning of the first taxable year to which his election applies, 
the increase in the redemption price of such obligations occurring between 
the date of acquisition (or, in the case of an obligation described in para- 
graph (2) of subsection (c), the date of acquisition of the series E bond 
involved) and the first day of such taxable year shall also be treated as 
income received in such taxable year. 

(b) Short-Term Obligations Issued on Discount Basis. — In the case 
of any obligation — 

(1) of the United States; or 

(2) of a State, a Territory, or a possession of the United States, or 
any political subdivision of any of the foregoing, or of the District of 
Columbia, 

which is issued on a discount basis and payable without interest at a fixed 
maturity date not exceeding 1 year from the date of issue, the amount of 
discount at which such obligation is originally sold shall not be considered 
to accrue until the date on which such obligation is paid at maturity, sold, 
or otherwise disposed of. 

(c) Matured United States Savings Bonds. — In the case of a tax- 
payer who — 

(1) holds a series E United States savings bond at the date of 
maturity, and 

(2) pursuant to regulations prescribed under the Second Liberty Bond 
Act retains his investment in the maturity value of such series E bond 
in an obligation, other than a current income obligation, which matures 
not more than 10 years from the date of maturity of such series E bond, 

the increase in redemption value (to the extent not previously includible 
in gross income) in excess of the amount paid for such series E bond shall 
be includible in gross income in the taxable year in which the obligation is 
finally redeemed or in the taxable year of final maturity, whichever is 
earlier. This subsection shall not apply to a corporation, and shall not 
apply in the case of any taxable year for which the taxpayer’s taxable 
income is computed under an accrual method of accounting or for which 
an election made by the taxpayer under subsection (a) applies. 

§ 1.454-1 Obligations Issued at Discount. — (a) Non-interest- 
bearing obligations issued at discount. — (1) If a taxpayer — 

(i) Owns any non-interest-bearing obligation issued at a discount 
and redeemable for fixed amounts increasing at stated intervals, or 

(ii) Eetains his investment in the maturity value of a series E 
United States savings bond, in the manner described in section 
454(c) (2), and 

if the increase in redemption price of such obligation, described in 
subdivision (i) or (ii) of this subparagraph, occurring in the tax- 
able year does not constitute income for such year under the method 
of accounting used in computing his taxable income, then the tax- 
payer may, at his election, treat the increase as constituting income 
for the year in which such increase occurs, rather than for the year 
in which the obligation is disposed of, redeemed, paid at maturity, 
or converted into a current income obligation of the United States 
(such as a bond of series G or K). Any such election must be made 
in the taxpayer’s return and may be made for any taxable year. If 
an election is made with respect to any such obligation, it shall apply 
also to all other obligations of the type described in the jiaragraph 

§ L454-l(a)(l) 
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owned by tlie taxpayer at the beginning of the first taxable year to 
which the election applies and to those thereafter acquired by him, 
and shall be binding for the taxable year for wdiich the return is liled 
and for all subsequent taxable years, unless the Coimnissioucvr per- 
mits the taxpayer to change to a different method of reportmg in- 
come from such obligations. See section 446(e) and § l.ffO— i(c), 
relating to requirements respecting a change of accounting metliod. 
Although the election once made is binding upon the taxpiijmr, it- 
does not apply to a transferee of the taxpayer. 

(2) In any case in which an election is made under section 451, 
the amount which accrues in any taxable year to which the elecfvion 
applies is measured by the actual increase in the redenipi ion price 
occurring in that year. This amount does not accrue ratiibly be- 
tween the dates on which the redemption price changes. For exam- 
ple, if two dates on which the redemption price increases ( Fel)rmiry 
1 and August 1) fall within a taxable year and if the redemption 
price increases in the amount of 50 cents on each such, date, the 
amount accruing in that year would be $1.00 ($0.50 on Februa ry 1 
and $0.50 on August 1). If the taxpayer owns a non-interest- 
bearing obligation of the character described in subparagraph (1) 
of this paragraph acquired prior to the first taxable year to w hicli 
his election applies, he must also include in gross income for sucli 
first taxable year the increase in the redemption price of sucli obli- 
gation occurring between the date of acquisition of the ol)Iiga(.ion 
(or the series E bond involved in the case of a matured United Slates 
savings bond) , and the first day of such first taxable j^ea r. 

(3) The provisions of this paragraph are illustrated l)y the fol- 
lowing example : 


Example.^ Throughout the calendar year 1954, a taxpayei: who 
computes his taxable income under the cash receipt-s and disbursc- 
meiits method holds series E United States savings bonds ha ving a. 
maturity value of $5,000 and a redemption value at the beginning 
of the year 1954 of $4,050 and at the end of the year 1954 of $4,15{). 
He purchased the bonds on January 1, 1949, for $3,750, and holds 
no other obligation of the type described in this section. If tht». 
taxpayer_ exercises the election in his return for the calendar year 
1954, he is required to include $400 in taxable income with res|>eet, 
to such bonds. Of this amount, $300 represents the increase i n t lie 
redemption price before 1954 and $100 represents tlie in(U*ea,sc in 
the redemption price in 1954. The increases in re(lem|')th>n valuer 
occurring m subsequent taxable years are includible in gross incorni^, 
for such taxable years. 

(b) Bliort-term obligations issued on a discount basis . — In tiu*- 
case of obligations of the United States or any of its possessions, 
or of a State, or Terntoiy, or any political subdivision tliereof, or of 
Columbia, issued on a discount basis and payafih^. 
without interest at a fixed maturity date not exceeding one' year 
^om the date of issue, the amount of discount at which such obliga-- 
tion originally sold does not accrue until the date on which such 
obligation is redeemed, sold, or otherwise disposed of. This rule 
applies regardless of the method of accounting used by the tax- 
payer. For example illustrating rules for computation of income 
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from sale or other disposition of certain obligations of the type 
described in this paragraph, see section 1221 and the regulations 
thereunder. 

(c) Matured United States savings hands , — If a taxpayer (other 
than a corporation) holds a series E United States savings bond at 
the date of maturity, and under the regulations prescribed under 
the Second Libeidy Bond Act retains his investment in the maturity 
Talue of such series E bond in an obligation, other than a current 
income obligation, which matures not more than 10 years from 
the date of maturity of such series E bond, the increase in redemp- 
tion value not x^reviously includible in gross income in excess of the 
amount paid for such series E bond shall be includible in gross 
income in the taxable year in which the obligation is finally re- 
deemed or in the taxable year of final maturity, wdiichever is earlier. 
The provisions of section 454(c) and of this paragraph shall not 
apply in the case of any taxable year for which the taxpayer’s tax- 
able income is computed under an accrual method of accounting or 
for a taxable year for which an election made by the taxpayer under 
section 454(a) and paragraph (a) of this section applies. 

Taxable Year for Which Deductions Taken 

§ 1.461 Statutory Provisions ; General Eule for Taxable Year 
OF Deduction. 

SEC. 461. GENBEAL RULE POE TAXABLE YEAR OF DEDUCTION. 

( a ) General Rule. — The amount of any deduction or credit allowed by 
this subtitle shall be taken for the taxable year which is the proper taxable 
year under the method of accounting used in computing taxable income. 

(b) Special Rule in Case of Death. — In the case of the death of a 
taxpayer whose taxable income is computed under an accrual method of 
accounting, any amount accrued as a deduction or credit only by reason of 
the death of the taxpayer shall not be allowed in computing taxable income 
for the period in which falls the date of the taxpayer’s death. 

(c) Accrual of Real Property Taxes. — 

(1) In general. — If the taxable income is computed under an accrual 
method of accounting, then, at the election of the taxpayer, any real 
property tax which is related to a definite period of time shall be accrued 
ratably over that period. 

(2) Special rules.— Paragraph (1) shall not apply to any real prop- 
erty tax, to the extent that such tax was allowable as a deduction under 
the Internal Revenue Code of 1939 for a taxable year which began before 
January 1, 1954. In the case of any real property tax which would, but 
for this subsection, be allowable as a deduction for the first taxable year 
of the taxpayer which begins after December 31, 1953, then, to the extent 
that such tax is related to any period before the first day of such first 
taxable year, the tax shall be allowable as a deduction for such first 
taxable year. 

(3) When election may be made. — 

(A) Without consent. — taxpayer may, without the consent of 
the Secretary or his delegate, make an election under this subsection 
for his first taxable year which begins after December 31, 1953, and 
ends after the date of enactment of this title in which the taxpayer 
incurs real property taxes. Such an election shall be made not later 
than the time prescribed by law for filing the return for such year 
(including extensions thereof). 

(B) With consent. — A taxpayer may, with the consent of the 
Secretary or his delegate, make an election under this subsection at 
any time. 


§ 1.461 
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§ 1.461-1 Geneeal Eule foe Taxable Year of Deduction. — (a) 
General rule, — (1) Taxpo.yer using cash receipts and dishursemenU 
method , — Under the cash receipts and disbursements method of ac- 
coimting, amounts representing allowable deductions shall, as a gen' 
eral rule, be taken into account for the taxable year in which paid. 
Further, a taxpayer using this method may also be entitled to certain 
deductions in the computation of taxable income which do not involve 
cash disbursements during the taxable year, such as the deductions 
for depreciation, depletion, and losses under sections 167, 611, and 
165, respectively. If an expenditure results in the creation of an asset 
having a useful life which extends substantially beyond the close of 
the taxable year, such an expenditure may not be deductible, or may 
be deductible only in part, for the taxable year in which made. An 
example is an exj)enditure for the construction of improvements by 
the lessee on leased property where the estimated life of the improve- 
ments is in excess of the remaining period of the lease. In such a case, 
in lieu of the allowance for depreciation provided by section 167, the 
basis shall be amortized ratably over the remaining period of the lease. 
See section 263 and the regulations thereunder for rules relating to 
capital expenditures. 

(2) Taxpayer using an accrual method , — Under an accrual method 
of accounting, an expense is deductible for the taxable year in whicli, 
all the events have occurred which determine the fact of the liability 
and the amount thereof can be determined with reasonable accuracy. 
However, any expenditure which results in the creation of an asset 
having a useful life which extends substantially beyond the close of 
the taxable year may not be deductible, or may be deductible only 
in part, for the taxable year in which incurred. While no accrual 
shall be made in any case in which all of the events have not occurred 
which fix the liability, the fact that the exact amount of the liability 
which has been incurred cannot be determined will not prevent the 
accrual within the taxable year of such part thereof as can be com- 
puted with reasonable accuracy. For example, A i^enders services 
to B during the taxable year for which A claims $10,000. B admits 
the liability to A for $5,000 but contests the remainder. B may 
accrue only $5,000 as an expense for the taxable year in which the 
services were rendered. Wliere a deduction is properly accrued on 
the basis of a computation made with reasonable accuracy and the 
ex^ct amount is subsequently determined in a later taxable year, the 
difference, if any, between such amounts shall be taken into account 
for the later taxable year in which such determination is made. 

(8) Oth-er fetors which determine when deductions may he 
taken.— ( 1 ) Each year’s return should be complete in itself, and tax- 
payers shall ascertain the facts necessary to make a correct I'eturn. 
The_ expenses, liabilities, or loss of one year cannot be used to reduce 
the mcome of a subsequent year. A taxpayer may not take advantaffe 
m a return for a subsequent year of his failure to claim deductions 
m a prior taxable year in which such deductions should have been 
properly taken under his method of accounting. If a taxpayer as- 

claimed in a prior taxable 
year, he should, if within the period of limitation, file a claim for 

§1.461-1 (a)(1) 
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credit or refund of any overpayment of tax arising tlierefroiii. S:::> 
ilarly, if a taxpayer ascertains that a deduction was inipror.c-riy 
claiined in a prior taxable year, he should, if within the period on' 
lirnitation, file an amended return and pay any additional tax due. 
However, in a going business there are certain overlapping deduc- 
tions. If these overlapping items do not materially distort^ inconie. 
tliey may be included in the years in which the taxpayer consistently 
takes them into account. 

(ii) Where there is a dispute and the entire liability is coiiiesied. 
judgments on account of damages for patent infringement, perse inil 
injuries or other causes, or other binding adjudications, mclnding 
decisions of referees and boards of review under workmen's cor ' 



of accounting. However, see subparagraph (2) of this paragrap 
(iii) For special rules relating to certain deductions, see the fol- 
lowing sections and the regulations thereunder : Section 1481, relating 
to accounting for amounts repaid in connection with renegotianon 
of a government contract; section 1341, relating to the computation 
of tax where the taxpayer repays a substantial amount received unaer 
a claim of right in a prior taxable year; and section 165(e), relating 
to losses resulting from theft. _ , 

(4) DeduGtions attributable to certain foreign income.— 
case in which, owing to monetary, exchange, or other restrictions na- 
posed by a foreign country, an amount otherwise constituting gross 
income for the taxable year from sources without t.ie ,-tares 

is not includible in gross income of the taxpayer for that yeai. tae 
deductions and credits properly chargeable against l'-* 

restricted shall not be deductible in such year but 
proportionately in any subsequent taxable year m wliic - y 
or portion thereof is includible in gross income. See § 1 9U^1 6 ) xc . 
rules relating to credit for foreign income taxes when foieign mco. -t 

on the dfte of his death. See section M3(a) (2) juke d 

In computing taxable income for Spthod of acS^^k 

only ainounts properly deductible under an aknmm 

used by the taxpayer. However, if for amounts 

method of accounting, no d?dnction shall ^eyilo jed y 

accrued only by reason of his J- oreto m the return 

elusion of items of chanter 1 of the Internal 

of a decedent partner, see subchapter Ky chap^^^^^ 

Revenue Code of 1954 and tlie re^^ahons theieund^ 

(c) Accrual of real property ^“f^-'W^ectforSi one of the 
crual of real property j ^ section 446(c), anv taxpayer 

methods of may elect to accrue any real prop- 

method of accounting may eiect 


using such a 


Cl oi auouuliuJ-Axg, ; - kftt‘ih1v over 

erty'^tax, which is related to ’ For example, 

that period in the manner descri ^ cafeiidar-year taxpayer 

assume that such an election period from July 

whose reel property taxes iction 46110. se''"' 

to June SO, 1966, amount to $1^00. unae , 
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such taxes accrue in the calendar year 1955, and the balance accrue! 
in 1956. For general rules relating to deductions for taxes, see sec 
tioii 164 and the regulations thereunder. 

(2) Special rules, — (i) Effective date. — Section 461(c) and thi 
paragraph do not apply to any real property tax allowable as a deduc 
tion under the Internal Revenue Code of 1939 for any taxable yea: 
beginning before January 1, 1954. 

(ii) If real property taxes which relate to a period prior to tlr 
taxpayer’s first taxable year beginning on or after January 1, 1954 
would, but for section 461(c), be deductible in such first taxable year 
the portion of such taxes which applies to the prior period is deduct 
ible in such first taxable year (in addition to the amount allowabh 
under section 461 (c)(1)). 

(3) When election may he made, — (i) Without cofisent, — A tax 
payer may elect to accrue real property taxes ratahly i]i accordanc< 
with section 461(c) and this paragraph without the consent of tin 
Commissioner for his first taxable year beginning^ after December 
31, 1953, and ending after August 16, 1954, in which the taxpayei 
incurs real property taxes. Such election must be made not Jatei 
than the time prescribed by law for filing the return for sucli yeai 
(including extensions thereof). An election may be made by tin 
taxpayer for each separate trade or business (and for nonbiisines!: 
activities, if accounted for separately). Such an election shall cip]>ly 
to all real property taxes of the trade, business, or nonbusiness activ* 
ity for which the election is made. The election sliall be made in i.i 
statement submitted with the taxpayer’s return for the first t.axabk 
year to which the election is applicable. The statement should set 
forth : 

(a) The trades or businesses, or nonbusiness activity, to which 1 In 
election is to apply, and the method of accounting used therein ; 

(Z>) The period of time to which the taxes are related; and 

(c) The computation of the deduction for real property taxes foi 
the first year of the election (or a summary of sucli computation) . 

(ii) With consent, — ^A taxpayer may elect with the consent of the 
Commissioner to accrue real property taxes ratably in accordance with 
section 461(c) and this paragraph. A written request for permission 
to make such an election shall be submitted to the Commissioner ol 
Internal Revenue, Washington 25, D, C., wfithin 90 days after tlie Inv 
ginning of the taxable year to which the election is first applictible, 
or within 90 days after the date of the publication in the I\;uJera,l 
Register of the regulations under section 461, whichever date is later, 
The request for permission shall state : 

(a) The name and address of the taxpayer; 

(5) The trades or businesses, or nonbusiness activity, to which, the 
election is to apply, and the method of accounting used therei:n ; 

(c) The taxable year to which the election first applies ; 

(d) The period to which the real property taxes relate; 

(^) The computation of the deduction for real property taxes for 
the first year of election (or a summary of such computation) : and 

(/) An adequate description of the manner in which all real r)ro|> 
erty taxes were deducted in the year prior to the year of election 

(4) Binding effect of election,— An election to accrue real property 
§ 1.461^1 (c)(2) 
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taxes ratably under section 461(c) is binding upon the taxpayer 
unless the consent of the Commissioner is obtained under section 446 
(e) and § 1.446-1 (e) to change such method of deducting real property 
taxes. If the last day prescribed by law for filing a return for any 
taxable year (including extensions thereof) to which section 461(c) is 
applicable falls before the 90th day after the date the regulations 
under section 461 are published in the Federal Register, consent is 
hereby given for the taxpayer to revoke an election previously made 
to accrue real property taxes in the manner prescribed by section 
461(c). If the taxpayer revokes his election under the preceding 
sentence, he must, on or before such 90th day, notify the district 
director for the district in which the return was filed of such revo- 
cation. For any taxable year for which such revocation is applicable, 
an amended return reflecting such revocation shall be filed on or be- 
fore such 90th day. 

(5) Affortionment of taxes on real 'property between seller and 
purchaser . — For apportionment of taxes on real property between 
seller and purchaser, see section 164(d) and the regulations thereunder. 

{%) Examq^les. — The provisions of this paragraph are illustrated 
by the following examples : 

Example (i) . A taxpayer on an accrual method reports his tax- 
able income for the taxable year ending June SO. He elects to accrue 
real property taxes ratably for the taxable year ending June 30, 1955 
(which is his first taxable year beginning on or after January 1, 
1954) . In the absence of an election under section 461 (c) , such taxes 
would accrue on J anuary 1 of the calendar year to which they are 
related. The real property taxes are $1,200 for 1954 ; $1,600 for 1955 ; 
and $1,800 for 1956. Deductions for such taxes for the fiscal years 
ending June 30, 1965, and June 30, 1956, are computed as follows : 


Fiscal year ending J une SO^ 1955 : 

July tlirough December 1954 None ^ 

January tlirough June (6/12 of $1,600) $800 

Deduction for fiscal year ending June 30, 1955 $800 

Fiscal year ending June SO^ 1956: 

July tlirougli December 1955 (6/12 of $1,600) $800 

January through June 1956 (6/12 of $1,800) 900 

Deduction for fiscal year ending June 30, 1956 $1,700 


i The taxes for 1954 were deductible in the fiscal year ending June 
30, 1954, since such taxes accrued on January 1, 1954. 

Example (^). A calendar-year taxpayer on an accrual method 
elects to accrue real property taxes ratably for 1954. In the absence 
of an election under section 461(c) , such taxes would accrue on July 
1 and are assessed for the 12-month period beginning on that date. 
The real property taxes assessed for the year ending June 30, 1954, 
are $1,200 ; $1,600 for the year ending June 30, 1955 ; and $1,800 for 
the year ending June 30, 1956. Deductions for such taxes for the 
calendar years 1954 and 1955 are computed as follows : 

§ 1.461^1 (c)(6) 
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Tear ending Decerriber 31^ 195^: 


January through June 1954 None ^ 

July through December 1954 (6/12 of $1,600) $800 

Deduction for year ending December 31, 1954 $800 

Year ending December 1955: 

January through June 1955 (6/12 of $1,600) $800 

July through December 1955 (6/12 of $1,800) 900 

Deduction for year ending December 31, 1955 $1,700 


i The entire tax of $1,200 for the year ended June 30, 1954, was 
deductible in the return for 1953, since such tax accrued on July 1, 

1953. 

Example {S), A calendar-year taxpayer on an accrual method 
elects to accrue real property taxes ratably for 1954. In the absence 
of an election under section 461(0), such taxes, which relate to the 
calendar year 1954, are accruable on December 1 of the preceding 
calendar year. No deduction for real property taxes is allowable 
for the taxable year 1954 since such taxes accrued in the taxable year 
1953 under section 23(c) of the Internal Revenue Code of 1939. 

Example (^). A taxpayer on an accrual method reports his tax- 
able income for the taxable year ending March 31. He elects to ac- 
crue real property taxes ratably for the taxable year ending March 
31, 1955. In the absence of an election under section 461 (c), such 
taxes are accruable on June 1 of the calendar year to which they 
relate. The real property taxes are $1,200 for 1954 ; $1,600 for 1955 ; 
and $1,800 for 1956. Deductions for such taxes for the taxable years 
ending March 31, 1955, and March 31, 1956, are computed as follows : 


Fiscal year ending March 31^ 1955: 

April through December 1954 (9/12 of $1,200) $900 

January through March 1955 (3/12 of $1,600) 400 

Taxes accrued ratably in fiscal year ending March 31, 1955 $1,300 

Tax relating to period January through March 1954, paid in June 
1954, and not deductible in prior taxable years (3/12 of $1,200) . . 300 

Deduction for fiscal year ending March 31, 1955 $1,600 

Fiscal year ending March 31^ 1956 : 

April through December 1955 (9/12 of $1,600) $1,200 

January through March 1956 (3/12 of $1,800) 450 

Deduction for fiscal year ending March 31, 1956 $1,650 

Natural Resources 
SALES AND EXCHANGES 


§ 1.631 Statutoet Pkovisions; Gain oe Loss in the Case of 
Tiaibee oe Coal. 

SEC. 631. GAIN OR LOSS IN THE CASE OF TIMBER OR COAL. 

(a) Election to Consider Cutting as Sale or Exchange.— I f the tax- 
payer so elects on his return for a taxable year, the cutting of timber (for 

§ 1.631 
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sale or for use in tlie taxpayer’s trade or business) during such year by 
the taxpayer who owns, or has a contract right to cut, such timber (pro- 
viding he has owned such timber or has held such contract right for a 
period of more than 6 months before the beginning of such year) shall be 
considered as a sale or exchange of such timber cut during such year. If 
such election has been made, gain or loss to the taxpayer shall be recognized 
in an amount equal to the difference between the fair market value of such 
timber, and the adjusted basis for depletion of such timber in the hands of 
the taxpayer. Such fair market value shall be the fair market value as 
of the first day of the taxable year in which such timber is cut, and shall 
thereafter be considered as the cost of such cut timber to the taxpayer for 
all purposes for which such cost is a necessary factor. If a taxpayer makes 
an election under this subsection, such election shall apply with respect to 
all timber which is owned by the taxpayer or which the taxpayer has a 
contract right to cut and shall be binding on the taxpayer for the taxable 
year for which the election is made and for all subsequent years, unless the 
Secretary or his delegate, on showing of undue hardship, permits the tax- 
payer to revoke his election ; such revocation, however, shall preclude any 
further elections under this subsection except with the consent of the Secre- 
tary or his delegate. For puri)oses of this subsection and subsection (b), 
the term “timber” includes evergreen trees which are more than 6 years 
old at the time severed from the roots and are sold for ornamental purposes. 

(b) Disposal op Timbee With a Retained Economic Interest. — In the 
case of the disposal of timber held for more than 6 months before such 
disposal, by the owner thereof under any form or type of contract by virtue 
of which such owner retains an economic interest in such timber, the differ- 
ence between the amount realized from the disposal of such timber and the 
adjusted depletion basis thereof, shall be considered as though it were a 
gain or loss, as the case may be, on the sale of such timber. In determining 
the gross income, the adjusted gross income, or the taxable income of the 
lessee, the deductions allowable with respect to rents and royalties shall 
be determined without regard to the provisions of this subsection. The date 
of disposal of such timber shall be deemed to be the date such timber is cut, 
hut if payment is made to the owner under the contract before such timber 
is cut the owner may elect to treat the date of such payment as the date 
of disposal of such timber. For purposes of this subsection, the term 
“owner” means any person who owns an interest in such timber, including 
a sublessor and a holder of a contract to cut timber. 

(c) Disposal op Coal With a Retained Economic Interest. — In the 
case of the disposal of coal (including lignite), held for more than 6 months 
before such disposal, by the owner thereof under any form of contract by 
virtue of which such owner retains an economic interest in such coal, the 
difference between the amount realized from the disposal of such coal and 
the adjusted depletion basis thereof plus the deductions disallowed for the 
taxable year under section 272 shall be considered as though it were a gain 
or loss, as the case may be, on the sale of such coal. Such owner shall not 
be entitled to the allowance for percentage depletion provided in section 613 
with respect to such coal. This subsection shall not apply to income realized 
by any owner as a co-adventurer, partner, or principal in the mining of 
such coal, and the word “owner” means any person who owns an economic 
interest in coal in place, including a sublessor. The date of disposal of such 
coal shall be deemed to be the date such coal is mined. In determining the 
gross income, the adjusted gross income, or the taxable income of the lessee, 
the deductions allowable with respect to rents and royalties shall be deter- 
mined without regard to the provisions of this subsection. This subsection 
shall have no application, for purposes of applying subchapter G, relating 
to corporations used to avoid income tax on shareholders (including the 
determinations of the amount of the deductions under section 535 (b) (6) or 
section 545(b) (5) ). 

§ 1.631-1 Election To Consider Cutting as Sale or Exchange.— 
(a) Effect of election. — (1) Section 631(a) provides an election to 
certain taxpayers to treat the difference between the actual cost or other 
basis of certain timber cut during the taxable year and its fair market 
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value as standing timber on the first day of such year as gain or loss 
from a sale or exchange under section 1231. Thereafter, any subse- 
quent gain or loss shall be determined in accordance with paragraph 
(e) of this section. 

(2) For the purposes of section 631(a) and this section, timber 
shall be considered cut at the time when in the ordinary course of busi- 
ness the quantity of timber felled is first definitely determined. 

(3) The election may be made with respect to any taxable year even 
though such election was not made with respect to a previous taxable 
year. If an election has been made under the provisions of section 
631(a), or corresponding provisions of prior internal revenue laws, 
such election shall be binding upon the taxpayer not only for the tax- 
able year for wdiich the election is made but also for all subsequent 
taxable years, unless the Commissioner on showing by the taxpayer 
of undue hardshiiD permits the taxpayer to revoke his election for such 
subsequent taxable years. If the taxpayer has revoked a previous 
election, such revocation shall preclude any further elections unless 
the taxpayer obtains the consent of the Commissioner. 

(4) Such election shall apply with respect to all timber wdiich the 
taxpayer has qwmed, or has had a contmct right to cut, for a period 
of more than six months prior to the beginning of the taxable year in 
which such timber is cut for sale or for use in the taxpayer’s trade 
or business, irrespective of wdiether such timber or contract right was 
acquired before or after the election. (For purposes of the preceding 
sentence, the rules with respect to the holding period of property 
contained in section 1223 shall be applicable.) How^ever, timber 
which is not cut for sale or for use in the taxpayer’s trade or business 
( for example, firewood cut for the taxpayer’s owui household consump- 
tion) shall not be considered to have been sold or exchanged upon the 
cutting thereof. 

(b) Who may make election, — (1) A taxpayer who has owned, or 
has held a contract right to cut, timber for a period of more than six 
months before the beginning of the taxable year may elect under sec- 
tion 631(a) to consider the cutting of such timber during such year for 
sale or for use in the taxjiayer’s trade or business as a sale or exchange 
of the timber so cut. In order to have a “contract right to cut timber” 
within the meaning of section 631(a) and this section, a taxpayer must 
have a right to sell the timber cut under the contract on his own ac- 
count or to use such cut timber in his trade or business. 

(2) For purposes of section 631(a) and this section, the term 
“timber” includes evergreen trees wdiich are more than six years old 
at the time severed from their roots and are sold for ornamental pur- 
poses, such as Christmas decorations. Section 631 (a) is not applicable 
to evergreen trees wdiich are sold in a live state, whether or not for 
ornamental purposes. Tops and other parts of standing timber are 
not considered as evergreen trees wdthin the meaning of section 
631 (a) . The term “evergreen trees” is used in its commonly accepted 
sense and includes pine, spruce, fir, hemlock, cedar, and other conif- 
erous trees. 

(c) Manner of making election, — The election under section 631 (a) 
must be made by the taxpayer in his income tax return for the taxable 
year for which the election is applicable, and such election cannot be 
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made in an amended return for such year. The election in the return 
sliall take the form of a comxDutation under the provisions of section 
631(a) and section 12 Sl. 

(d) Oomputation of gain or loss under the election , — (1) If the 
cutting of timber is considered as a sale or exchange |>iirsiiaiit to an 
election made under section 631(a), gain or loss shall be recognized 
to the taxi^ayer in an amount equal to the difference bet^-een the 
adjusted basis for de])letion in the hands of the taxpayer of the timber 
which has been cut during the taxable year and the fair market value 
of such timber as of the first day of the taxable year in which such 
timber is cut. The adjusted basis for depletion of the cut tiinber shall 
be based upon the number of units of timber cut during the taxable 
year which are considered to be sold or exchanged and upon the de- 
pletion unit of the timber in the timber account or accounts pertaining 
to the timber cut, and shall be computed in the same mminer as is 
T>rovided in section 611 and the regulations thereunder with res^Dect 
to the computation of the allowance for depletion. 

(2) The fair market value of the timber as of the nrst day ot tne 
taxable year in which such timber is cut shall be determined, subject 
to approval or revision by the district director upon examination of 
the taxpayer’s return, by the taxpayer in the light of the most reliable 
and accurate information available with reference to the condition oi 
the property as it existed at the date, regardless of all subsequent 
changes, such as changes in surrounding circumstances, methods of 
exploitation, degree of utilization, etc. The value sought vnll be the 
sellin<>- price, assuming a transfer between a willing sellei and a will 
iid imver as of that plirticular day. Due consideration will be mveii 
tolhe factors and the principles involved m the determination of the 
fair inaS value of timber as described in the regulations under 

oechion^le ^^^^arket value as of the beginning of the taxable year 

of the standing timber cut during the year ^ 

1 liA cn=;t of such timber, in lieu of the actual cost or otlier oasis or 
sucli timber, for all purposes for which such cost is a necessary fac- 
tm* See Dar£igru.ph (c) of this section. ^ 

(4) For any taxable year for which the cuttmg of timber is c - 
sidered to be a sale or exchange of such timber mider section 6 u p ). 
the timber so cut shall be Si^propertv 

business for the purposes of f £ 3 ^.^ deW section 
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lumber or in the form of manufactured fjroducts, the 
such actual sales shall be considered ordinary income. When the 
election under section 631(a) is in effect, the cost ot stan cling tiiuber 
cut during the taxable year is determined as if the taxpa;^r liaci piu- 
chased such timber on the first day of the taxable year. Ihiis, m cie- 
termining the cost of the products so sold, the cost ot the tinibei sim 
be the fair market value on the first day of the taxable year in whici 
the standing timber was cut, in lieu of the actual cost or other basis 

of such timber. . , 4. i . 

(2) This is also the rule in case the products of the timber cut (ail- 
ing one taxable year, with respect to which an election has been made 
under section 631(a), are sold during a subsequent taxable ycuii, 
wdietlier or not the election provided in section 631(a) is applicahlc 
with respect to such subsequent year. If the products or the timber 
cut during a taxable year with respect to pvhich an election lUKicr 
section 631(a) was made were not sold during such year and are in- 
cluded in inventory at the close of such year, the fair market value as 
of the beginning of the year of the timber cut during the year shall 
be used in lieu of the actual cost of such timber in computing the 
closing inventory for such year and the opening inventory tor the 
succeeding year. With respect to the costs applicable in the deter- 
mination of the amount of such inventories, there shall be mclndcd 
the fair market value of the timber cut, the costs of cutting, logging, 
and all other expenses incident to the cost of convertiiig the standing 
timber into the products in inventory. See section 471 and regu- 
lations thereuncier. The fact that the fair market value as of tlie 
first day of the taxable year in wdiich the timber is cut is deemed to be 
the cost of such timber shall not jireclude the taxpayer from comput- 
ing its inventories upon the basis of cost or market, wliichea'Cr is 
lower, if such is the method used by the taxpayer. Nor shall it pre- 
clude the taxpayer from computing its inventories under the last-iii- 
first-out inventory method provided by section 472 if such section is 
applicable to, and has been elected by, the taxpayer. 


§ 1.631-2 Gaix or Loss Vvon the Disposal op Timber Undeii 
CuTTixG CoxTRACT. — (a) lu general. — (1) If an owner disposes of 
timber held for more than six months before such disposal, under aiiy 
form or type of contract whereby he retains an economic interest in 
such timber, the disposal shall be considered to be a sale of such tim- 
ber. The difference between the amounts realized from disposal of 
such timber in any taxable year and the adjusted basis for dejiletion 
thereof shall be considered to be a gain or loss upon the sale of sucli 
timber for such year. Such adjusted basis shall be computcHl in the 
same manner as provided in section 611 and the regulations thei’e- 
mider with respect to the aJlowance for depletion. See paragraph 
(e) (2) of this section for definition of “owner’’. For the purpose of 
determining^ whether or not the timber disposed of was held for 
more than six months before such disposal, the rules veith respect to 
the Imlding period of property contained in section 1223 shall be 
applicable. 

(2) In the case of such a disposal, the provisions of section 1231 
apply and such timber shall be considered to be property used in the 
trade or business for the taxable year in which it is considered to have 
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been sold, along witli other property of the taxpayer used in the trade' 
or business as defined in section 1231(b) , regardless of whether such 
timber is property held by the taxpayer primarily for sale to cus- 
tomers in the ordinary course of his trade or business. Whether gain 
or loss resulting from the disposition of the timber which is consid- 
ered to have been sold will be deemed to be gain or loss resulting from 
a sale of a capital asset held for more than six months will depend 
upon the application of section 1231 to the taxpayer for the taxable 
year. 

(b) Determination of date of disposal. — (1) For purposes of sec- 
tion 631(b) and this section, the date of disposal of timber shall be 
deemed to be the date such timber is cut. However, if payment is 
made to the owner under the contract for timber before such timber 
is cut the owner may elect to treat the date of payment as the date of 
disposal of such timber. Such election shall be effective only for pur- 
poses of determining the holding period of such timber. Neither 
section 631(b) nor the election thereunder has any effect on the time 
of reporting gain or loss. See subchapter E of chapter 1 of the In- 
ternal Kevenue Code of 1954 and the regulations thereunder. See 
paragraph (c) (2) of this section for the effect of exercising the elec- 
tion with respect to the payment for timber held for six months or 
less. See paragraph (d) of this section for the treatment of pay- 
ments received in advance of cutting. 

(2) For purposes of section 631(b) and this section, the “date such 
timber is cut” means the date when in the ordinary course of business 
the quantity of timber felled is first definitely determined. 

( c) Manner and effect of election to treat date of payment as the date 
of disposal, — (1) The election to treat the date of payment as the date 
of disposal of timber shall be evidenced by a statement attached to the 
taxpayer’s income tax return filed on or before the due date (includ- 
ing extensions thereof) for the taxable year in which the payment is 
received. The statement shall specify the advance payments which 
are subject to the election and shall identify the contract under which 
the payments are made. However, in no case shall the time for mak- 
ing the election under section 631 (b) expire before the close of the 
90th day after the regulations adopted under section 631 are pub- 
lished in the Federal Eegister. 

(2) Where the election to treat the date of payment as the date of 
disposal is made with respect to a payment made in advance of 
cutting, and such payment is made six months or less from the date 
the timber disposed of was acquired, section 631(b) shall not apply to 
such payment, irrespective of the date such timber is cut, since the 
timber was not held for more than six months prior to disposal. 

(d) Payments received in advance of cutting, — (1) Where the con- 
ditions of paragraph (a) of this section are met, amounts received or 
accrued prior to cutting (such as advance royalty payments or mini- 
mum royalty payments) shall be treated under section 631 (b) as 
realized from the sale of timber if the contract of disposal provides 
that such amounts are to be applied as payment for timber subse- 
quently cut. Such amounts will be so treated irrespective of whether 
or not an election has been made under paragraph (c) of this section 
to treat the date of payment as the date of disposal. For example, if 
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no election lias been made under paragraph (c) , amounts received or 
accrued prior to cutting will be treated as realized from the sale of 
timber, provided the timber paid for is cut more than six months 
after the date of acquisition of such timber. 

(2) However, if the right to cut timber under the contract expires, 
terminates, or is abandonecl before the timber whiclx lias been pai<l 
for is cut, the taxpayer shall treat payments attributable to the uncnt 
timber as ordinary income and not as received from the sale of timber 
under section 631(b). Accordingly, the taxpayer shall recompute 
his tax liability for the taxable year in which such payments were 
received or accrued. The recomputation shall be made in the form 
of an amended return where necessary. 

(3) (i) Bonuses received or accrued by an owner in connection with 
the grant of a contract of disposal shall be treated under section 
631(b) as amounts realized from the sale of timber to the extent 
attributable to^ timber held for more than six months. 

(ii) The adjusted depletion basis attributable to the bonus sliall be 
determined under the provisions of section 612 and the regulations 
thereunder. This subdivision may be illustrated as follows : 

Emmfle, Taxpayer A has held timber having a depletion basis 
of $90,000 for two months when he enters into a contract of disposal 
with B. B pays A a bonus of $5,000 upon the execution of the con- 
tm<^ and agrees to pay X dollars per unit of timber to A as the 
timber is cut. A does not exercise the election to treat the date of 

disposal. It is estimated that tliere are 
oOjOOO units of timber subject to the contract and that the total 
royalties to be paid to A will be $95,000. A must report 
the bonus in the taxable year it is received or accrued by him. The 
portion of the basis of the timber attributable to the bonus is de- 
termined by the following formula : 

Bonus 

BonusH-amount Timber-Basis attributable to 

expected royalties bonus 


,S100,000 


X$90,000 


=-$4,500 


(in) To the extent attributable to timber not held for more than 
SIX months, such bonuses shall be treated as ordinary income sub ec? 

to tlmWnnt ^^o^nt of the bonus allocable 

to timber not held for more than six months, the bonus shall be annor- 

tioned ratably over the estimated number of units of timber eovhofl 

Eaiamph. Assume under the facts stated in the example in subdi- 
w ais subparagraph that B cuts 10,000 SfoTdmber 

that have been held by A for six months or less. The amount of tho 
bonus (as well as the royalties) attributable to theseAite must be 
ported as ordinary income subject to depletion. The amount of the 
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bonus attributable to these units is determined by the following 
formula : 


NiiiiilHa* of units cut 
iieid for six months 

or less ^ Amount of bonus treated 

Totfil units covered of— ordinary income 

by the contract subject to depletion 

10,000 

50 000^ *^^’^^^ 'ii 1,000 


The amount of the depletion attributable to the portion of the bonus 
received for timber liekl for six months or less is determined by the 
following formula : 


Amount of bonus attributable 
to timber held for six 
montiis or less 
Xotal bonus 


Adjusted basis for== 
X depletion of bonus 


Depletion allowance on 
timber held for six 
months or less 


, 1 ^ 1,000 

X $4,500 =$900 

The amount of the bonus attributable to timber held for more than 
six months, and which is treated under section 631(b) as realized 
from the sale of timber w^ould be $4:, 000. The gain on such amount 
is $100 ($4,000-$3,600). 

(iv) If the right to cut timber under the contract of disposal 
expires, terminates, or is abandoned before any timber is cut, the 
taxpayer shall treat the bonus received under such contract as ordi- 
nary income, not subject to depletion. Accordingly, the taxpayer 
shall recompute his tax liability for the taxable year in which such 
bonus was received. The recomputation shall be made in the form 
of an amended return where necessary. 

(e) Other rules for apjylication of section, — (1) Amounts paid by 
the lessee for timber or the acquisition of timber cutting rights, 
whether designated as such or as a rental, royalty, or bonus, shall be 
treated as the cost of timber and constitute part of the lessee’s de- 
pletable basis of the timber, irrespective of the treatment accorded 
such payments in the hands of the lessor. 

(2) The provisions of section 631(b) apply only to an owner of 
timber. An owner of timber means any person who owns an interest 
in timber, including a sublessor and a holder of a contract to cut 
timber. Such owner of timber must have a right to cut timber for 
sale on his own account or for use in his trade or business in order 
to own an interest in timber within the meaning of section 631(b). 

(3) For purposes of section 631(b) and this section, the term 
“timber” includes evergreen trees which are more than 6 years old 
at the time severed from their roots and are sold for ornamental 
purposes such as Christmas decorations. Tops and other parts of 
standing timber are not considered as evergreen trees within the 
meaning of section 631(b). The term “evergreen trees” is used in its 
commonly accepted sense and includes pine, spruce, fir, hemlock, 
cedar, and other coniferous trees. 
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§ 1.631-3 Gaiist oe Loss Upon the Disposal of Coal With a Ee- 
TAiNED Economic Interest. — (a) In general , — (1) The provisions of 
section 631(c) apply to an owner wlio disposes of coal (including lig- 
nite) held for more than 6 months before such disposal under any form 
or type of contract whereby he retains an economic interest in such 
coal. The difference between the amount realized from disposal of 
such coal in any taxable year, and the adjusted depletion basis thereof 
plus the deductions disallowed for the taxable year under section 272, 
shall be gain or loss upon the sale of such coal. See paragraph (b) (4) 
of this section for definition of “owmer”. 

(2) In the case of such a disposal, the provisions of section 1231 
apply and such coal shall be considered to be property used in the 
trade or business for the taxable year in wdiich it is considered to have 
been sold will be deemed to be gain or loss resulting from a sale of a 
or business as defined in section 1231(b), regardless of whether such 
coal is property held by the taxpayer primarily for sale to customers 
in the ordinary course of his trade or business. Whether gain or loss 
resulting from the disposition of the coal which is considered to have 
been sold will be deemed to be gain or less resulting from a sale of a 
capital asset held for more than six months will depend upon the 
application of section 1231 to the taxpayer for the taxable year. 

(b) Rules for application of section, — (1) For purposes of section 
631(c) and this section, the date of disposal of such coal shall be 
deemed to be the date the coal is mined. If the coal has been held 
for more than 6 months on the date it is mined, it is immaterial that 
it had not been held for more than 6 months on the date of the con- 
tract. There shall be no allowance for percentage depletion pro- 
vided in section 613 with respect to amounts which are considered to 
be realized from the sale of coal under section 631(c). 

(2) The teimi ‘‘adjusted depletion basis” as used in section 631(c) 
and in this section means the basis for allowance of cost depletion 
provided in section 612 and the regulations thereunder. Such “ad- 
justed depletion basis” shall include exploration or development ex- 
penditures treated as deferred expenses under section 615(b) or 616 
(b), or corresponding provisions of prior income tax laws, and be 
reduced by adjustments under section 1016(a) (9) and (10), or cor- 
responding provisions of prior income tax laws, relating to deductions 
of deferred expenses for exploration or development expenditures 
in the taxable year or any prior taxable years. The depletion unit 
of the coal disposed of shall be determined under the rules provided 
in the regulations under section 611 relating to cost depletion. 

(3) (i) In determining the gross income, the adjusted gross income, 
or the taxable income of the lessee, the deductions allowable -with re- 
spect to rents and royalties (except rents and royalties paid by a 
lessee with respect to coal disposed of by the lessee as an “owner” 
under section 6Z1 (c) ) shall be determined without regard to the pro- 
visions of section 631(c). Thus, the amounts of rents and royalties 
paid or incurred by a lessee with respect to coal shall be excluded from 
the lessee’s gross income from the property for the purpose of deter- 
mining his percentage depletion without regard to the treatment of 
such rents or royalties in the hands of the recipient under this section. 
See section 613 and the regulations thereunder. 
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(ii) However, a lessee wlio is also a sublessor may dispose of coal 
as an “owner” under section 631(c). Rents and royalties paid with 
respect to coal disposed of by such a lessee under section 631(c) shall 
increase the adjusted depletion basis of the coal and are not otherwise 
deductible. For example, B is a sublessor of a coal lease; A is the 
lessor; and C is the sublessee. B pays A a royalty of 50 cents per 
ton. C pays B a royalty of 60 cents per ton. The amount realized 
by B under section 631(c) is 60 cents per ton and will be reduced 
by the adjusted depletion basis of 50 cents per ton, leaving a gain 
of 10 cents per ton taxable under section 631(c). 

(4) (i) The provisions of this section apply only to an owner who 
has clisposed of coal and retained an economic interest. For the pur- 
poses of section 631 (c) and this section, the word “owner” means any 
person who owns an economic interest in coal in place, including a 
sublessor thereof. A person who merely acquires an economic interest 
and has not disposed of coal under a contract retaining an economic 
interest does not qualify under section 631(c). A successor to the 
interest of a person who has disposed of coal under a contract by 
virtue of which he retained an economic interest in such coal is also 
entitled to the benefits of this section. Such sections shall not apply 
with respect to any income realized by any owner as co-adventurer, 
partner, or principal in the mining of such coal. 

(ii) The provisions of this subparagraph may be illustrated by the 
following examples : 

Example (i) . A owns a tract of coal land in fee. A leases to B 
the right to mine all the coal in such tract in return for a royalty of 
30 cents per ton. B subleases his right to mine coal in such tract to 
C, who agrees to pay A 30 cents per ton and to pay to B an additional 
royalty of 10 cents per ton. Section 631(c) applies to the royalties 
of both A and B, if the other requisites of such section have been met. 

Example (^). Assume the same facts as in example (1) except 
that A dies leaving his royalty interest to D. D has an economic 
interest in the coal in place and qualifies for section 631(c) treatment 
with respect to his share of the royalties since he is a successor in 
title to A. 

Example (5). Assume the same facts as in example (1) except 
that E agrees to pay a sum of money to C in return for 10 cents per 
ton on the coal mined by C. E has an economic interest since he must 
look solely to the extraction of the coal for the return of his invest- 
ment. However, E has not made a disposal of coal under a contract 
whei’ein he retains an economic interest, and, therefore, does not 
qualify under section 631(c). E is entitled to depletion on his 
royalties. 

(c) Payments received in advance of mining. — (1) Wliere the con- 
ditions of paragraph (a) of this section are met, amounts received or 
accrued prior to mining shall be treated under section 631(c) as re- 
ceived from the sale of coal if the contract of disposal provides that 
such amounts are to be applied as payment for coal subsequently 
mined. For example, advance royalty payments or minimum royalty 
payments received by an owner of coal qualify under such section 
where the contract of disposal grants the lessee the right to apply such 
royalties in payment of coal mined at a later time. Thus, if A acquires 
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coal rights on January 1, and on January 30 enters into a contract of 
disposal providing that mining shall begin July 2, and mining actually 
begins no earlier, any advance payments which A receives qualify 
under section 631 (c) . 

(2) However, if the right to mine coal under the contract expires, 
terminates, or is abandoned before the coal which has been paid for 
is mined, the taxpayer shall treat payments attributable to the un- 
mined coal as ordinary income and not as received from the sale of 
coal under section 631(c). Accordingly, the taxpayer shall recom- 
pute his tax liability for the taxable year in which such payments 
were received. The recomputation shall be made in the form of an 
amended return where necessary. 

(3) Bonuses received or accrued by an owner in connection with 
the grant of a contract of disposal shall be treated under^ section 
631(c) as received from the sale of coal to the extent attributable 
to coal held for more than six months. The rules contained in 
§ 1.631-2 (d) relating to bonuses in the case of contracts for the dis- 
posal of timber shall be equally applicable in the case of bonuses 
received for the grant of a contract of disposal of coal under this 
section, 

(d) N onapplication of^ section, — Section 631(c) shall not affect the 
application of the provisions of subchapter G of chapter 1 of the 
Internal Eevenue Code of 1954, relating to corporations used to 
avoid income tax on shareholders. For example, in applying the 
provisions of section 543(a)(8)(A), the amounts received from a 
disposal of coal subject to section 631(c) shall be considered as 
mineral royalties. For purposes of determining whether certain de- 
ductions of the taxpayer constitute 15 percent or more of gross income 
under section 543(a) (8) (B), the deductions disallowed under section 
272 shall be considered as allowable. 

§ 1.632 Statutory Provisions; Sale of Oil or Gas Properties. 
SEC. 632. SALE OP OIL OR GAS PROPERTIES. 

In the case of a bona fide sale of any oil or gas property, or any interest 
therein, where the principal value of the property has been demonstrated 
by prospecting or exploration or discovery work done by the taxpayer, the 
portion of the surtax imposed by section 1 attributable to such sale shall 
not exceed 30 percent of the selling price of such property or interest. 

§ 1.632-1 StJKTAx oN Sale oe Oil ok Gas Pkopeeties. — (a) If the 
taxpayer, by prospecting and locating claims or by exploring or dis- 
covering undeveloped claims, has demonstrated the principal value of 
oil or gas property, which prior to his efforts had a relatively minor 
value, the portion of the surtax imposed by section 1 (see section 1(c)) 
attributable to a sale of such property, or of any interest of the tax- 
payer therein, shall not exceed 30 percent of the selling price of such 
property or such interest. Shares of stock in a corporation owning 
oil or gas property do not constitute an interest in such property. To 
determine the application of section 632 to a particular case, the tax- 
pajrer should first compute the surtax imposed by section 1 upon his 
entire taxable income, including the taxable income from any sale of 
such property or interest therein, without regard to section 632. The 
proportion of the surtax, so computed, indicated by the ratio which 

§ 1.631-3(c) (2) 



233 


the taxpayer’s taxable income from the sale of the property or interest 
therein, computed as iirescribed in this section, bears to his total tax- 
able income is the portion of the surtax attributable to such sale and, 
if it exceeds 30 percent of the selling -price of such property or interest, 
such portion of the surtax shall be reduced to that amount. 

(b) In determining the portion of the taxable income attributable 
to the sale of such oil or gas property or interest therein, the taxpayer 
shall allocate to the gross income derived from such sale, and to the 
gross income derived from all other sources, the expenses, losses, and 
other deductions properly api)ertaining thereto and shall apply any 
general expenses, losses, and deductions (which cannot properly be 
otherwise allocated) ratably to the gross income from all sources. The 
gross income derived from the sale of such oil or gas property or 
interest therein, less the deductions properly appertaining thereto and 
less its proportion of any general deductions, shall be the taxable 
income attributable to such sale. The taxpayer shall submit with his 
return a statement fully explaining the manner in which such ex- 
penses, losses, and deductions are allocated or apportioned. 


Estates, Trusts, Beneficiaries, and Decedents 
ESTATES, TRUSTS, AND BENEFICIARIES 
Miscellaneous 

§ 1.681(a) Statutory Provisions; Estates and Trusts; Limita- 
tion ON Charitable Contributions Deduction; Unrelated Busi- 
ness Income. 

SEC. 681. limitation ON CHARITABLE DEDUCTION. 

(a) Trade or Business Income. — In compiitin,£? the deduction allowable 
under section 642(c) to a trust, no amount otherwise allowable under 
section 642(c) as a deduction shall be allowed as a deduction with respect 
to income of the taxable 5 ^ ear which is allocable to its unrelated business 
income for such year. For purposes of the preceding sentence, the term 
“unrelated business income” means an amount equal to the amount which, 
if such trust were exempt from tax under section 501(a) by reasons of 
section 501(e)(3), would he computed as its unrelated business taxable 
income under section 512 (relating to income derived from certain busi- 
ness activities and from certain leases). 

§ 1.681 (a) -1 Limitations on Charitable Contributions De- 
duction OF Trusts; Scope of Section 681. — Under section 681, the 
unlimited charitable contributions deduction otherwise allowable to a 
trust under section 642 (c) is, in general, subject to percentage limita- 
tions, corresponding to those applicable to contributions by an in- 
dividual under section 170(b) (1) (A) and (B), under the following 
circumstances : 

(a) To the extent that the deduction is allocable to “unrelated 
business income” ; 

(b) If the trust has engaged in a “prohibited transaction”; 

(c) If income is accumulated for a charitable purpose and the 
accumulation is (1) unreasonable, (2) substantially diverted to 
a noncharitable purpose, or (3) invested against the interests of 
the charitable beneficiaries. 

Further, if the circumstance set forth in paragraph (a) or (c) of this 
section is applicable, the deduction is limited to income actually paid 

§ 1.681 (a)-l 



234 


out for charitable purposes, and is not allowed for income only set 
aside or to be used for those purposes. If the circumstance set forth 
in paragraph (b) of this section is applicable, deductions for con- 
tributions to the trust may be disallowed. The provisions of sec- 
tion 681 are discussed in detail in §§ 1.681 (a)-“2 through 1.681 (c)-l. 
For definition of the term “income” see section 643(b) and § 1.643 
(b)^l. 

§ 1.681 (a) —2 Limitation of Charitable Contributions Deduc- 
tion OF Trusts with Trade or Business Income. — (a) In general. 
No charitable contributions deduction is allowable to a trust under 
section 642(c) for any taxable year for amounts allocable to the 
trust’s unrelated business income for the taxable year. For the pur- 
pose of section 681(a) the term “unrelated business income” of a trust 
means an amount which would be computed as the trust’s unrelated 
business taxable income under section 512 and the regulations there- 
under, if the trust were an organization exempt from tax under sec- 
tion 501(a) by reason of section 501(c)(3). For the purpose of 
the computation under section 512, the term “unrelated trade or 
business” includes a trade or business carried on by a partnership of 
which a trust is a member, as well as one carried on by the trust itself. 
While the charitable contributions deduction under section 642(c) is 
entirely disallowed by section 681(a) for amounts allocable to “unre- 
lated business income”, a partial deduction is nevertheless allowed 
for such amounts by the operation of section 512(b) (11), as illus- 
trated in paragraphs (b) and (c) of this section. This partial de- 
duction is subject to the percentage limitations applicable to con- 
tributions by an individual under section 170(b) (1) (A) and (B), 
and is not allowed for amounts set aside or to be used for charitable 
purposes but not actually paid out during the taxable year. Char- 
itable contributions deductions otherwise allowable under section 
170, 545(b) (2), or 642(c) for contributions to a trust are not dis- 
allowed solely because the trust has unrelated business income. 

(b) Determination of amounts allowable to unrelated business in- 
come , — In determining the amount for which a charitable contribu- 
tions deduction would otherwise be allowable under section 642 (c) 
which are allocable to unrelated business income, and therefore not 
allowable as a deduction, the following steps are taken : 

(1) There is first determined the amount which would be computed 
as the trust’s unrelated business taxable income under section 512 
and the regulations thereunder if the trust were an organization ex- 
empt from tax under section 501 (a) by reason of section 501(c) (3), 
but without taking the charitable contributions deduction allowed 
under section 512(b) (11) . 

(2) The amount for which a charitable contributions deduction 
would otherwise be allowable under section 642 (c) is then allocated 
between the amount determined in subparagraph (1) of this para- 
graph and any other income of the trust. Unless the facts clearly in- 
dicate to the contrary, the allocation to the amount determined in 
subparagraph (1) of this paragraph is made on the basis of the ratio 
(but not in excess of 100 percent) of the amount determined in sub- 
paragraph (1) of this paragraph to the taxable income of the trust, 
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determined without the deduction for personal exemption under sec- 
tion 642 (b), the charitable contributions deduction under section 
642 (c), or the deduction for distributions to beneficiaries under sec- 
tion 661 (a). 

(3) The amount for which a charitable contributions deduction 
would otherwise be allowable under section 642 (c) which is allocable 
to unrelated business income as determined in su!3paragraph (2) of 
this paragraph, and therefore not allowable as a deduction, is the 
amount determined in subparagraph (2) of this paragraph reduced 
by the charitable contributions deduction which would be allowed un- 
der section 512(b) (11) if the trust were an organization exempt from 
tax under section 501 (a) by reason of section 501 (c) (3). 

(c) Exam'ples. — (1) The apxfiication of this section may be illus- 
trated by the following examples, in which it is assumed that the Y 
charity is not a church, an educational organization, or a hospital 
described in section 170 (b)(1) (A) (see subparagraph (2) of this 
paragraph) : 

Example (7). The X trust has income of $50,000. There is 
included in this amount a net profit of $31,000 from the operation 
of a trade or business. The trustee is required to pay half of the 
trust income to A, an individual, and the balance of the trust income 
to the Y charity, an organization described in section 170(c)(2). 
The trustee pays each beneficiary $25,000. Under these facts, the 
unrelated business income of the trust (computed before the charit- 
able contributions deduction which would be allowed under section 
512(b) (11) ) is $30,000 ($31,000 less the deduction of $1,000 allowed 
by section 512(b) (12) ). The deduction otherwise allowable under 
section 642(c) is $25,000, the amount paid to the Y charity. The 
portion allocable to the unrelated business income (computed as pre- 
scribed in paragraph (b) (2) of this section) is $15,000, that is, an 
amount which bears the same ratio to $25,000 as $30,000 bears to 
$50,000. The portion allocable to the unrelated business income, 
and therefore disallowed as a deduction, is $15,000 reduced by $6,000 
(20 percent of $30,000, the charitable, contributions deduction which 
would be allowable under section 512(b) (11), or $9,000. 

Example {%). Assume the same facts as in example (1), except 
that the trustee has discretion as to the portion of the trust income 
to be paid to each beneficiary, and the trustee pays $40,000 to A and 
$10,000 to the Y charity. The deduction otherwise allowable under 
section 642(c) is $10,000. The j)ortion allocable to the unrelated 
business income computed as prescribed in paragraph (b) (2) of this 
section is $6,000, that is, an amount which bears the same ratio to 
$10,000 as $30,000 bears to $50,000. Since this amount does not 
exceed the charitable contributions deduction which would be allow- 
able under section 512(b) (11) ($6,000, determined as in example 
(1) ) , no portion of it is disallowed as a deduction. 

Example {3). Assume the same facts as in example (1), except 
that the terms of the trust instrument requip the trustee to pay to 
the Y charity the trust income, if any, derived from the trade or 
business, and to pay to A all the trust income derived from other 
sources. The trustee pays $31,000 to the Y charity and $19,000 to A. 
The deduction otherwise allowable under section 642(c) is $31,000. 
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out for clmritable purposes, und is not allowed for income only set- 
aside or to be used for those purposes. If the circumslauce set forth 
ill para/^'nil)li (b) of this section is applicable, dediut ions for eon- 
tril)ulioris to the trust may be disallow'cd. The {irovisions of sec» 
tion ()8I are discussed in detail in §§ 1.681 (a)— throu^'h 1.681 (c)— 1. 
For deiinition of the term *^ 411001110 ” see section 613 (b) and § 1.G43 
(b)^l. 

§ 1.681 (a)-2 Limitation oi^’ CiiAiuTAm.n CoiNaianuTioNS 
TiON or TnirsTs wrnr Trade or Businicss Income. — (a) In geneml 
No charitable contributions deduction is allowal)le to a trust under 
section (>42 (c) for any taxable year for auioiints allocable to the 
trust's uniadated business income for the taxable year. For tlic tinr- 
poso of section 681(a) the term “unrelated business income'’ of a trust 
meirns an amount which would be coiuputcd as the trust's unrelated 
business taxable income under section 512 and the regulations there- 
uiider, if the trust were an organization exempt froin tax under sec- 
tion 501 (a) by reason of section 501(c)(3). For the j)urpose of 
the com])utation under section 512, the term “unrelated trade or 
business” includes a trade or business carried on by a partnerslup of 
wliicli a trust is a member, as well as one carried on by the. trust itsedf. 
While the charitable contributions deduction under section 642(c) is 
entirely disallowed by section 681(a) for amounts allocaI)le to “unre- 
lated l)usiness income”, a partial deduction is neveriheh'ss allowed 
for sneh amounts by the operation of section 5T2(b)(ll), as illus- 
trated ill paragraphs (b) and (c) of this section. Tliis partial de- 
duction is subject to the percentage limitations apiilicahle to con- 
tributions by an individual under section 170(b)(1) (A) and (B), 
and is not allowed for amounts set aside or to be used for cliarituhle 
purposes but not actually paid out during the taxabh^ year, (’har- 
itable contributions deductions otherwise allowable under se(*tion 
170, 545(b)(2), or 642(c) for contributions to a trust are not dis- 
allowed solely because the trust has unrelated business income. 

(b) Determination of amounts allowable to vn related biesene^ss im 
emjue— In determining the amount for wliicli a charitalile conlrilni- 
tioiRS deduction would otherwise be allowable iiiuler section (M2 (c) 
which are allocable to unrelated business income, and therefore not 
allowable as a deduction, the following steps are tnlvcn : 

(1) There is first determined the amount wlrich would he comi)ute(l 
as the trust’s unrelated business taxable income under si'ctiou 512 
and the regulations thereunder if tlic trust were an organization ex- 
empt from tax under section 501 (a) by reason of sect ion 501 (t“) (3), 
but without taking the charitable contributions dedii(*(ion allowed 
under secti on 5 12 ( b ) ( 1 1 ) . 

(2) The amount for which a charitable contril>utions dcHluetion 
would otherwise be allowable under section 642 (c) is then ullocated 
between the amount determined in subparagraph (1) of this para- 
graph and any other income of the trust. Unless the facts clearly in- 
dicate to the contrary, the allocation to the amount determined in 
subparagpaph (1) of this paragraph is made on the basis of the ralio 
(but not in excess of 100 percent) of the amount determined in sul)- 
oaragraph (1) of this paragraph to the taxable income of the trust, 
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determined without the deduction for personal exemption under sec- 
tion 642 (b), the charitable contributions deduction under section 
642 (c), or the deduction for distributions to beneficiaries under sec- 
tion 661 (a). 

(3) The amount for which a charitable contributions deduction 
would otherwise be allowable under section 642 (c) which is allocable 
to unrelated business income as determined in subparagraph (2) of 
this paragraph, and therefore not allowable as a deduction, is the 
amount determined in subparagraph (2) of this paragraph reduced 
by the charitable contributions deduction which would be allow^ed un- 
der section 512(b) (11) if the trust were an organization exempt from 
tax under section 501 (a) by reason of section 501 (c) (3). 

(c) Examples. — (1) The application of this section may be illus- 
trated by the following examples, in which it is assumed that the Y 
charity is not a church, an educational organization, or a hospital 
described in section 170 (b) (1) (A) (see subparagraph (2) of this 
paragraph) : 

Example (7). The X trust has income of $50,000. There is 
included in this amount a net profit of $31,000 from the operation 
of a trade or business. The trustee is required to pay half of the 
trust income to A, an individual, and the balance of the trust income 
to the Y charity, an organization described in section 170(c)(2). 
The trustee pays each beneficiary $25,000. Under these facts, the 
unrelated business income of the trust (computed before the charit- 
able contributions deduction which would be allowed under section 
512(b) (11) ) is $30,000 ($31,000 less the deduction of $1,000 allowed 
by section 512(b) (12) ). The deduction otherwise allowable under 
section 642(c) is $25,000, the amount paid to the Y charity. The 
portion allocable to the unrelated business income (computed as pre- 
scribed in paragraph (b) (2) of this section) is $15,000, that is, an 
amount which bears the same ratio to $25,000 as $30,000 bears to 
$50,000. The portion allocable to the unrelated business income, 
and therefore disallowed as a deduction, is $15,000 reduced by $6,000 
(20 percent of $30,000, the charitable, contributions deduction which 
would be allowable under section 512(b) (11), or $9,000. 

Example Assume the same facts as in example (1), except 

that the trustee has discretion as to the portion of the trust income 
to be paid to each beneficiary, and the trustee pays $40,000 to A and 
$10,000 to the Y charity. The deduction otherwise allowable under 
section 642(c) is $10,000. The portion allocable to the unrelated 
business income computed as prescribed in i)aragraph (b)(2) of this 
section is $6,000, that is, an amount which bears the same ratio to 
$10,000 as $30,000 bears to $50,000. Since this amount does not 
exceed the charitable contributions deduction which would be allow- 
able under section 512(b) (11) ($6,000, determined as in example 
(1)), no portion of it is disallowed as a deduction. 

Example {3). Assume the same facts as in example (1), except 
that the terms of the trust instrument require the trustee to pay to 
the Y charity the trust income, if any, derived from the trade or 
business, and to pay to A all the trust income derived from other 
sources. The trustee pays $31,000 to the Y charity and $19,000 to A. 
The deduction otherwise allowable under section 642(c) is $31,000. 
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Since the entire income from the trade or business is paid to Y 
charity, the amount allocable to the unrelated business income com- 
puted before the charitable contributions deduction under section 
512(b) (11) is $30,000 ($31,000 less the deduction of $1,000 allowed 
by section 512(b) (12)). The amount allocable to the unrelated 
business income and therefore disallowed as a deduction is $24,000 
($30,000 less $6,000). 

Example (^). (i) Under the terms of the trust, the trustee is re- 

quired to pay half of the trust income to A, an individual, for his 
life, and the balance of the trust income to the Y charity, an organi- 
zation described in section 170(c) (2). Capital gains are allocable 
to corpus and upon A’s death the trust is to terminate and the corpus 
is to be distributed to the Y charity. The trust has taxable income 
of $50,000 computed without any deduction for personal exemption, 
charitable contributions, or distributions. The amount of $50,000 
includes $10,000 capital gains, $30,000 ($31,000 less the $1,000 deduc- 
tion allowed under section 512(b) (12)) unrelated business income 
(computed before the charitable contributions deduction which 
would be allowed under section 512(b) (11) ) and other income of 
$9,000. The trustee pays each beneficiary $20,000. 

(ii) The deduction otherwise allowable under section 642(c) is 
$30,000 ($20,000 paid to Y charity and $10,000 capital gains allocated 
to corpus and permanently set aside for charitable purposes). The 
portion allocable to the unrelated business income is $15,000, that is, 
an amount which bears the same ratio to $20,000 (the amount paid 
to Y charity) as $30,000 bears to $40,000 ($50,000 less $10,000 capital 
gains allocable to corpus). The portion allocable to the unrelated 
business income, and therefore disallowed as a deduction, is $15,000 
reduced by $6,000 (the charitable contributions deduction which 
would be allowable under section 512(b) (11) ) , or $9,000. 

, examples in subparagraph (1) of this paragraph, 

tne 1 chanty were a church, an educational organization, or a hos- 
pital described in section 170(b) (1) (A), then the deduction allowable 
under section 512(b) (11) would be computed at a rate of 30 percent. 

§ 1.681(b) Statutory Provisions; Estates and Trusts; Limi- 
^TioN ON Charitable Contributions Deduction : Prohibited 

IRANSACTIONS. 

SEC. 681. LIMITATIONS ON CHARITABLE DEDUCTION. ^ ^ ^ 

(b) Opeeations of Trusts. — 

(1) Limitation on charitable, etc., deduction. — The amount other- 
DerceS ® deduction shall not exceed 20 

of SMdoi (computed without the l)enefit 

01 s^tion 542 (c) but with the benefit of section 170(b) (1) (A) ) if tho 

trust has engaged in a prohibited transaction, as defined in paragraph ( 2 K 
TEANSACTIONS. — ^For purposeS of this snhcjer'finn fha 
'means any transaction after July 1 1950 
m which any trust while holding income or corpus which has bebn nerma’ 

iU) pays any compensation from such income or co’mus in exccs-s 

or other cSnsation for 
personal services actually rendered, to ; pensanon lor 
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(C) makes any part of its services available on a preferential basis 
to ; 

(D) uses sucb income or corpus to make any substantial purchase 
of securities or any other property, for more than an adequate con- 
sideration in money or money’s worth, from ; 

(E) sells any substantial part of the securities or other property 
comprising such income or corpus, for less than an adequate consider- 
ation in money or money’s worth, to ; or 

(F) engages in any other transaction which results in a substantial 
diversion of such income or corpus to ; 

the creator of such trust ; any person who has made a substantial contri- 
bution to such trust; a member of a family (as defined in section 267(c) 
(4) ) of an individual who is the creator of the trust or who has made 
a substantial contribution to the trust ; or a corporation controlled by 
any such creator or person through the ownership, directly or indirectly, 
of 50 percent or more of the total combined voting power of all classes 
of stock entitled to vote or 50 percent or more of the total value of shares 
of all classes of stock of the corporation. 

(3) Taxable yeaes affected. — The amount otherwise allowable un- 
der section 642(c) as a deduction shall be limited as provided in para- 
graph (1) only for taxable years after the taxable year during which 
the trust is notified by the Secretary that it has engaged in such trans- 
action, unless such trust entered into such prohibited transaction with the 
purpose of diverting such corpus or income from the purposes described 
in section 642(c), and such transaction Involved a substantial part of 
such corpus or income. 

(4) Futuee chaeitable, etc., deductions of teusts denied deduc- 
tion undee parageaph (3). — If the deduction of any trust under section 
642(c) has been limited as provided in this subsection, such trust, with 
respect to any taxable year following the taxable year in which notice 
is received of limitation of deduction under section 642(c), may, under 
regulations prescribed by the Secretary or his delegate, file claim for the 
allowance of the unlimited deduction under section 642(c), and if the 
Secretary, pursuant to such regulations, is satisfied that such trust will 
not knowingly again engage in a prohibited transaction, the limitation 
provided in paragraph (1) shall not apply with respect to taxable years 
after the year in which such claim is filed. 

(5) Disallowance of certain charitable, etc., deductions. — No gift 
or bequest for religious, charitable, scientific, literary, or educational 
purposes (including the encouragement of art and the prevention of 
cruelty to children or animals), otherwise allowable as a deduction under 
section 170, 545(b) (2), 642(c), 2055, 2106(a) (2), or 2522, shall be al- 
lowed as a deduction if made in trust and, in the taxable year of the 
trust in which the gift or bequest is made, the deduction allowed the 
trust under section 642(c) is limited by paragraph (1). With respect 
to any taxable year of a trust in which such deduction has been so 
limited by reason of entering into a prohibited transaction with the 
purpose of diverting such corpus or income from the purposes described 
in section 642(c), and such transaction involved a substantial part of 
such income or corpus, and which taxable year is the same, or before the, 
taxable year of the trust in which such prohibited transaction occurred, 
such deduction shall be disallowed the donor only if such donor or (if 
such donor is an individual) any member of his family (as defined in 
section 267(c) (4) ) was a party to such prohibited transaction. 

(6) Definition. — For purposes of this subsection, the term “gift or 
bequest” means any gift, contribution, bequest, devise, or legacy, or any 
transfer without adequate consideration. 


§ 1.681 (b)-l Limitation on Charitable Contributions Deduc- 
tion OF Trusts Engaged in Prohibited Transactions. — (a) In gen- 
era! — (1) If a trust has engaged in a ‘^prohibited transaction”, the 
charitable contributions deduction which would otherwise be allowable 
to the trust under section 642 (c) is limited by section 681(b) (1) to 
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20 percent of the taxable income of the trust (computed without any 
charitable contributions deduction), except that an additional de- 
duction of up to 10 percent of such taxable income is allowed for 
amounts actually paid to a church, an educational organization, or a 
hospital qualifying under section 170(b)(1)(A). There is no re- 
quirement that amounts subject to the 20-percent limitation be actu- 
ually paid, if they are set aside or are to be used exclusively for char- 
itable or other purposes so that they would be deductible under section 
642(c). 

(2) A “prohibited transaction” is any transaction described in 
section 681(b) (2) (A) through (F), entered into after July 1, 1950, 
by a trust holding income or corpus permanently set aside or to be 
used exclusively for purposes described in section 642(c), with (i) 
the creator of the trust, (ii) any substantial contributor to the trust, 
(iii) a member of the family (as defined in section 267(c) (4), deal- 
ing with transactions between related taxpayers) of the creator or of 
a substantial contributor, or (iv) a corporation which the creator or 
a substantial contributor controls (within the meaning of the last 
portion of section 681 (b)(2)). 

(3) If the trust entered into a prohibited transaction for the pur- 
pose of diverting income or corpus from the charitable or other pur- 
poses described in section 642(c), and if the transaction involved a 
substantial portion of such income or corpus, the limitation of section 
681(b) (1) is applicable for the taxable year of the trust in which 
the transaction was commenced and for all subsequent taxable years. 
See examples under § 1.681 (b)~2 and the regulations under section 
503. Otherwise, the limitation is only applicable for taxable years 
of the trust after the taxable year in which there is mailed to it, by 
registered or certified mail directed to the last known address of the 
fiduciary, a written notice by the Commissioner that it has engaged 
in a prohibited transaction. 

(b) Restoration of unlimited deduction , — ^A trust whose charitable 
contributions deduction under section 642(c) has been limited by 
reason of the provisions of section 681(b) (1) may file, in any taxable 
year following the taxable year in which notice of limitation of the 
deduction was issued, a claim for allowance of an unlimited deduction 
under section 642(c). This claim shall be filed with the district di- 
rector with whom the fiduciary is required to file the income tax re- 
turn of the trust. The claim must contain or have attached to it a 
written declaration made under the penalties of perjury by the fidu- 
ciary (or fiducaries) that he will not knowingly permit the trust 
again to engage in a prohibited transaction. If the district director 
is satisfied that the trust will not knowingly again engage in a pro- 
hibited transaction, he shall so notify the trust in writing. In such 
case the trust will be allowed an unlimited deduction under section 
642(c) (subject to the provisions of section 681) with respect to tax- 
able years subsequent to the taxable year in which the claim is filed. 
Section 681(b) (3) contemplates that a trust whose charitable contri- 
butions deduction has been limited as prescribed therein shall be sub- 
ject to such limitation for at least one full taxable year. 
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§ 1.681(b)— 2 Disallowance to Donoks op Certain Charitable, 
;TC., Deductions foe Gifts Made in Trust. — (a) In general, — Sec- 
ion 681(b) (5) provides that no contribution which would otherwise 
)e allowable as a deduction under section 170(c)(2), 545(b) (2), or 
142(c) is allowable if made to a trust whose charitable contribution 
leduction under section 642(c) is limited, in the taxable year of the 
rust in which the contribution is made, under the provisions of section 
)81(b) (1) by reason of a prohibited transaction. However, this dis- 
illowance is applicable only to contributions made in taxable years 
)f the trust after the taxable year in which occurred the prohibited 
Tansaction causing the trust’s charitable deduction to be limited, 
unless — 

(1) The trust has been notified in a previous taxable year (in or 
subsequent to the year in which the transaction was commenced) by 
the Commissioner, pursuant to section 681(b) (3), that it has engaged 
in a prohibited transaction, or 

(2) The donor of the contribution or, if the donor is an individual, 
any member of his family (as defined in section 267(c) (4), dealing 
with transactions between related taxpayers) was a party to the pro- 
hibited transaction. 

(b) Subseotion not exclusive , — The prohibited transactions enu- 
merated in section 681(b)(2) are in addition to and not in limita- 
tion of the restrictions contained in section 170(c) (2), 545(b)(2), 
or 642(c). A deduction may not be allowed in view of the general 
provisions of those sections, even though the trust has not engaged 
in any of the prohibited transactions referred to in section 681(b) 
(2). Thus, if the donor or the fiduciary of the trust enters into a 
transaction with the trust, the transaction will be closely scrutinized 
to ascertain whether the contribution is in fact made for the stated 
exempt purposes. 

(c) Example , — Under the terms of an irrevocable trust estab- 
lished by A in 1954, the trustees were to pay half of the income of 
the trust to A’s wife for life, and the trustees were given discretion 
either to accumulate the remaining half of the income for, or dis- 
tribute it to, a specified charitable beneficiary. Upon the death of 
the wife, the entire corpus was to be paid to the named charity. The 
trust makes its income tax returns on the basis of the calendar year. 
For 1954, A takes a charitable contributions deduction for the 
amount of the gift in trust to the charity. In 1957, 1958, 1959, and 
1960, A makes further contributions to the trust and he takes de- 
ductions for those years under section 170(c) (2). In 1958, 1959, 
and 1960, B (not a member of A’s family) also makes contributions 
to the trust for its designated charitable purpose and he takes de- 
ductions for those years. In 1958, the trust commences purposely 
to divert to A, the creator of the trust, income and corpus which 
had been set aside for its charitable purpose and a substantial amount 
of income and corpus is so diverted by the close of the year 1959. 
For 1958 and subsequent years, the deduction allowed the trust un- 
der section 642(c) is limited by reason of the provisions of section 
681(b) (1). Both A and B are disallowed any deduction for their 
charitable contributions made during 1960 to the trust. Moreover, 

§ L681(b)-2(c) 
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the deductions taken by A for contributions to the trust in the years 
1958 and 1959 would also be disallowed since A was a party to the 
prohibited transaction. If the facts and surrounding circumstances 
indicate that the contribution in 1957 by A was for the purpose of 
the prohibited transaction, then A’s charitable contribution deduc- 
tion for the year 1957 is also disallowed since the prohibited trans- 
action would then have commenced with the making of the contri- 
bution and the deduction allowed the trust under section 642 (c) 
would then be limited for 1957 by reason of the provisions of section 
681(b)(1), The deductions taken by B for 1958 and 1959 are 
allowed. 

§ 1.681(c) Statutory Provisions; Estates and Trusts; Limita- 
tion ON Charitable Contributions Deduction; Trusts Accumu- 
lating Income. 


SBC. 681. LIMITATION ON CHARITABLE DEDUCTION. ^ 

(e) Accumulated Income. — If the amounts permanently set aside, or 
to be used exclusively for the charitable and other piirpoKses described in 
section 642(c) during the taxable year or any prior taxable year and not 
actually paid out by the end of the taxable year — 

(1) are unreasonable in amount or duration in order to carry out 
such purposes of the trust ; 

(2) are used to a substantial degree for purposes other than those 
prescribed in section 642(c) ; or 

(3) are invested in such a manner ^as to jeopardize the interests of 
the religious, charitable, scientific, etc., beneficiaries. 

the amount otherwise allowable under section 642(c) as a deduction shall 
be limited to the amount actually paid out during the taxable year and 
shall not exceed 20 percent of the taxable income of the trust (computed 
without the benefit of section 642(c) but with the benefit of section 170(1)) 
(1) (A) ). Paragraph (1) shall not apply to income attributable to property 
of a decedent dying before January 1, 1951, which is transferred under his 
will to a trust created by such will. In the case of a trust created by the 
will of a decedent dying on or after January 1, 1951, if income is reQuired 
to be accumulated pursuant to the mandatory terms of the will creating the 
trust, paragraph (1) shall apply only to income accumulated during a tax- 
able year of the trust beginning more than 21 years after the date of death 
of the last life in being designated in the trust instrument. 


§ 1.681 (c)--l Limitation on Charitable Contributions Deduc- 
tion OF Trusts Accumulating Income. — (a) In general— If in- 
come of a trust permanently set aside or to be used by a trust ex- 
ciusively for charitable or other purposes described in section 042 ( c) 
during the taxable year or any prior taxable yeai” (includiiio* ttixablc* 
years beginning before the effective date of section 681), is not actu- 
ally paid out by the end of the taxable year, the charitable coiitribii- 
tions deduction which would otherwise be allowable to the trust under 

is subject to the limitations of 
section 681(c), described in paragraph (b) of this section, under tlio 
rolio’vnng circumstances : 

of income are unreasonable. (See para- 
graph. (c) of this section.) ^ ^ 

i« charitable or other purposes 

4?d£ictaS(c). 

(3) If income accumulated for the charitable or other purposes 
§ 1.681(c) 
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is invested in _sucli a nianner as to jeopardize the interests of ti;e 
religious, charitable, scientific, etc., beneficiaries. 

Whether the foregoing conditions are present in any case must be 
determined from all relevant facts. Such conditions inay result from 
the use of a chain of two or more organizations, as well as from the 
use of only one trust. Charitable contributions deductions otherwise 
allowable under section 170, 545 (b) (2), or 642(c) for contributions 
to a trust are not disallowed solely because the trust is subject to tlie 


provisions of section 681(c). 

(b) Extant of limitation. — If a trust is subject to the limitations of 
section 681(c) tor any taxable year, the charitable deduction which 
would otherwise be allowable to the trust under section 642 (c)^ m 
limited to amounts actually paid out during the taxable year, and is 
limitecl to 20 percent of the taxable income of the trust (computed 
without any charitable deduction) , except that an additional deduc- 
tion of up to 10 percent of such taxable income is allowed for amounts 
actually paid to a church, an educational organization, or a hospital 
qualifying uncler section 170(b) (1) (A). 

(c) Unreasonable accumulations. — ^Accumulations of income tor a 
charitable or other purpose described in section 642 (c) are unreason- 
able when more income is accumulated than is needed, or when the 
duration of the accumulation is longer than, is needed, in order to 
carry out the charitable or other purpose for which the income was 
set aside. If the gain upon the sale or exchange of 

t he production of investment income, such as dividends, interest, ana 
rents, is not within a reasonable time reinvested in property acquired 
and 4dd in good iaith lor tho prodaction of ‘ “'S'; 

gain (except the gain upon the sale or exchange of “ f 'i' 

to the extent that the gam represents the excess of the fan 
value of the asset when acquired by the trust over its 

in the hands of the trust) will be considered income for the purp^ 

of this section. The limitation section 681(c) (1) 

reasonably accumulating income does not apply to ^ testame y 

trust created by a decedent dying before January 1, , 

the extent that its income is attributable to rf 

tiiist by — oaer " 

rta°htryrs?if the d».h of the 

last life in being designated whose charitable 

(d) Iiestorationof unUmiteddeduM. Et^t^^^^ 

contributions deduction ® ggi (c) may file a claim for allow- 

reason of the section 642 fc). This claim shall be 

ance of unlimited -x-u x^Vom tlm fiduciary is required to 

filed with the district iteotor 'bom tee hcM 

file the income tax return of the . • showing that the circum- 
be accompanied by °plicatio of section 681(c) no longer 

stances that brought imder the penalties of perjury 

exist, and a written he will not knowingly permit 

by the Mnciary (or section. Section 681(e) 

the trust again to molate tee terms ^ 1.681(c)-I(d) 



242 


contemplates that a trust whose charitable, etc., deduction has 
limited as prescribed therein shall be subject to such limitation for 
least one full taxable year. 

§ 1.681(d) Statutory PROvisioisrs ; Estx\tes and Trusts; 

LOWANCE OF CERTAIN CHARITABLE CONTRIBUTIONS DEDUCTIONS ; 

Eeference. 

SEC. 681. LIMITATION ON CHARITABLE DEDUCTION. ’J' 

(d) Cross Reference. — For disallowance of certain charitable, etc., 
deductions otherwise allowable under section 642(c), see section 503(e). 

§ 1.681 (d)~l Disallowance of Certain Charitable Contribx/" 
TiONS Deductions. — For disallowance of certain charitable contribH 
tions deductions otherwise allowable under section 642(c), see sectioD 
503(e) and the regulations thereunder. 

§ 1.682(a) Statutory Provisions; Estate and Trusts; IncomL- 
OF AN Estate or Trust in Case of Divorce; Inclusion in Gros"^ 
Income of Wife. 

SBC. 682. INCOME OF AN ESTATE OR TRUST IN CASE OF 
DIVORCE, ETC. 

(a) Inclusion in Gross Income of Wife. — There shall be included in 
the gross income of a wife who is divorced or legally separated under a 
decree of divorce or of separate maintenance (or who is separated from 
her husband under a written separation agreement) the amount of the 
income of any trust which such wife is entitled to receive and which, except 
for this section, would be includible in the gross income of her husband, 
and such amount shall not, despite any other provision of this subtitle, be 
includible in the gross income of such husband. This subsection shall not 
apply to that part of any such income of the trust which the terms of the 
decree, written separation agreement, or trust instrument fix, in terms of 
an amount of money or a portion of such income, as a sum which is payable 
for the support of minor children of such husband. In case such income 
is less than the amount specified in the decree, agreement, or instrument, 
for the purpose of applying the preceding sentence, such income, to the 
extent of such sum payable for such support, shall be considered a payment 
for such support. 

§ 1.682(a)-l Income of Trust in Case of Divorce, etc. — (a) In 
general. — (1) Section 682(a) provides rules in certain cases for de- 
termining tlie taxability of income of trusts as between spouses who 
are divorced, or who are separated under a decree of separate main - 
tenance or a written separation agreement. In such cases, the spouse'^ 
actually entitled to receive payments from the trust is considered tln^ 
beneficiary rather than the spouse in discharge of whose obligationn 
the payments are made, except to the extent that the payments aiT> 
specified to be for the support of the obligor spouse’s minor childrei i 
in the divorce or separate maintenance decree, the separation agree- 
ment or the governing trust instrument. For convenience, the bene- 
ficiary spouse will hereafter in this section and in § 1.682 (b)-! be 
referred to as the ‘‘wife” and the obligor spouse from whom she 
is divorced or legally separated as the “husband.” (See section 
7701(a) (17).) Thus, under section 682(a) income of a trust — 

(i)^ Which is paid, credited, or required to be distributed to the 
wife in a taxable year of the wife, and 

§ L681(d) 
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(ii) lYliicli, except for the provisions of section 682, would be 
includible in the gross income of her husband, 
is includible in her gross income and is not includible in his gross 
income. 

(2) Section 682(a) does not apply in any case to which section 71 
applies. Although section 682(a) and section 71 seemingly cover 
some of the same situations, there are important differences between 
them. Thus, section 682(a) applies, for example, to a trust created 
before the divorce or separation and not in contemplation of it, while 
section 7l applies only if the creation of the trust or payments by a 
previously created trust are in discharge of an obligation imposed 
upon or assumed by the husband (or made sx^ecific) under the court 
order or decree divorcing or legally separating the husband and wife, 
or a wnutten instrument incident to the divorce status or legal separa- 
tion status, or a written separation agreement. If section 71 applies, 
it requires inclusion in the wife’s income of the full amount of periodic 
X^ayments received attributable to property in trust (whether or not 
out of trust income) , while, if section 71 does not apply, section 682(a) 
requires amounts l^aid, credited, or required to be distributed to her 
to be included only to the extent they are includible in the taxable 
income of a trust beneficiary under sections 641 through 668. 

(3) Section 682(a) is designed to produce uniformity as between 
cases in which, without section 682(a), the income of a so-called ali- 
mony trust would be taxable to the husband because of his continuing 
obligation to supxoort his wife or former wife, and other cases in which 
the income of a so-called alimony trust is taxable to the wife or former 
wife because of the termination of the husband’s obligation. Further- 
more, section 682(a) taxes trust income to the wife in all cases in 
which the husband would otherwise be taxed not only because of the 
discharge of his alimony obligation but also because of his retention 
of control over the trust income or coiq^us. Section 682(a) apx:>lies 
whether the wife is the beneficiary under the terms of the trust in- 
strument or is an assignee of a beneficiary. 

(4) The application of section 682(a) may be illustrated by the 
following examples, in which it is assumed that both the husband 
and wife make their income tax returns on a calendar year basis : 

Example (7). Upon the marriage of H and W, H irrevocably 
transfers property in trust to pay the income to W for her life for 
support, maintenance, and all other exx:>enses. Some years later, W 
obtains a legal separation from H under an order of court, W , rely- 
ing ux^on the income from the trust payable to her, does not ask for 
any provision for her support and the decree recites that since W is 
adequately provided for by the trust, no further x:>i‘ovision is being 
made for her. Under these facts, section 682 (a) , rather than section 
71, is applicable. Under the provisions of section 682 ( a) , the income 
of the trust which becomes payable to W after the order of separa- 
tion is includible in her income and is deductible by the trust. No 
part of the income is includible in H’s income or deductible by him. 

Example \%) . H transfers property in trust for the benefit of W, 
retaining the power to revoke the trust at any time, H, however, 
promises that if he revokes the trust he will transfer to W property 

§ L682(a)-.l(a)(4) 
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in the value of $100,000. The transfer in trust and the agreement 
were not incident to divorce, but some years later W divorces IT. The 
court decree is silent as to alimony and the trust. After the divorce, 
income of the trust which becomes payable to W is taxable to her, 
and is not taxable to H or deductible by him. If H later terminates 
the trust and transfers $100,000 of property to W, the $100,000 is 
not income to W nor deductible by H. 

(b) Alimony trust income designated for support of minor chil- 
dren , — Section 682(a) does not require the inclusion in the wife’s 
income of trust income which the terms of the divorce or separate 
maintenance decree, separation agreement, or trust instrument fix in 
terms of an amount of money or a portion of the income as a sum 
which is payable for the support of minor children of the husband. 
The portion of the income which is payable for the support of the 
minor children is includible in the husband’s income. If in such a case 
trust income fixed in terms of an amount of money is to be paid but 
a lesser amount becomes payable, the trust income is considered to 
be payable for the support of the husband’s minor children to the 
extent of the sum which would be payable for their sui^port out of 
the originally specified amount of trust income. This rule is similar 
to that provided in the case of periodic payments under section 71. 
See §1.71-1. 

§ 1.682(b) Statutory Provisions; Estates and Trusts; Incomu 
or AN Estate or Trust in Case of Divorce; Wife Considered a 
Beneficiary. 

SEC. 682. INCOME OF AN ESTATE OR TRUST IN CASE OF DIVORCE, 
ETC. * * * 

(b) Wife Consideeed a Beneficiary.— For purposes of compiitinj? the 
taxable income of the estate or trust and the taxable income of a wife to 
whom subsection (a) or section 71 applies, such wife shall be considered 
as the beneficiary specified in this part. A periodic payment under section 
71 to any portion of which this part applies shall be included in the gross 
income of the beneficiary in the taxable year in which under this part such 
portion is required to be included. 


§ 1.682(b)— 1 Application of Trust Rules to Alimony Pay- 
purpose of the application of section 641 to 
668, inclusive, the wife described, in section 682 or section 71 who is 
entitled to recmye payments attributable to property in trust is con- 
sidered a beneficiary of the trust, whether or not the payments are 
made tor the benefit of the husband in discharge of his obligations. 

1^) A periodic payment includible in the wife’s gross income under 
section 71 attributable to property in trust is included in full in her 
gross income in her taxable year in which any part is required to be 
included mider section 652 or 662. Assume, for example, in a case 
in wmich both the wife and the trust file income tax returns on the 
calendar year basis, -^at an annuity of $5,000 is to be paid to the wife 
by the trustee every December 31 (out of trust income if possible and, 

S f Ann ^ Pursuant to the terms of a divorce decree. Of 

the $5,000 di^ributable on December 31, 1954, $4,000 is payable out 

?n ui of. ooyPus. The actual distribution is made 

in lyoo. Although the periodic payment is received by the wife in 

§ 1.682(a)-l(b) 
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IJoo, since under section 662 the $4,000 income distributable on De- 
1^54, is to be included in the wife's income for 1954, the 

1a corpus is also to be included in her income for 

1954. 

§ Statutory Provisiojsts ; Estates and Trusts; IxcoriE 

OF AN Estate or Trust in Case or Divorce : Definitions "‘Husband" 
AND “Wife”. 


SEC. GS2. INCOME OP AN ESTATE OR TRUST IN CASE OF DITORCE, 
ETC. * 

(c) Cross Reference. — For definitions of “husband” and “wife”, as 
used in this section, see section 7701 (a HIT). 

§ 1.682 (c)-l Definitions. — For definitions of the term “hus- 
band” and “wife” as used in section 682, see section 7701 (a) (17) and 
the regulations thereunder. 

income in respect of decedents 

§ 1.691 (a) Statutory Provisions; Eecipients of Income in Ee- 
SPECT OF Decedents ; Inclusion in Gross Income. 

SEC. 691. RECIPIENTS OP INCOME IN RESPECT OP DECEDENTS. 


(a) Inclusion in Gross Income. — 

( 1 ) General rule. — The amount of all items of gross income in respect 
of a decedent which are not properly includible in respect of the taxable 
period in which falls the date of his death or a prior period (including 
the amount of all items of gross income in respect of a prior decedent, 
if the right to receive such amount was acquired by reason of the death 
of the prior decedent or by bequest, devise, or inheritance from the prior 
decedent ) shall be included in the gross income, for the taxable year when 


received, of: 

(A) the estate of the decedent, if the right to receive the amount 
is acquired by the decedent’s estate from the decedent ; 

(B) the person who, by reason of the death of the decedent, acquires 

the right to receive the amount, if the right to receive the amount is 
not acquired by the decedent’s estate from the decedent j or 

(C) the person who acquires from the decedent the right to receive 

the amount by bequest, devise, or inheritance, if the amount is received 
after a distribution by the decedent’s estate of such right. . 

(2) Income in case of saie, etc.— I f a right, 

(1), to receive an amount is transferred by tjie estate of the decedent 
or a person who received such right by reason of the death of the decadent 
or by bequest, devise, or inheritance from ^be decedent, theie sMl^ 
included in the gross income of the estete or such Person, . fair niarket 
be, for the taxable period in which the tf^nsfer occurs the fa« m 
value of such right at the time of such value! 

For^'pm^osXof^tSrpaSya^hb^lterm^^^^^^ 

decedent or by bequest, devise, eemeence to decedent.— 

(3) Chabactee. OF INCOME ^¥,^^0 recede an amount shall be 

The right, described m paragraph ( gr anv person who 

treated, in the hands of the estate e „ decedent, or by bequest, 
acquired such right by reason of t^e d acquired by 

devise, or Inheritance from the in which the right to receive 

the estate or such Sd the amount includible in gross 

the Income was originally derived and tne amou 
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income under paragrapii (1) or (2) shall be considered in the hands of 
the estate or such person to have the character which it would have had 
in the hands of the decedent if the decedent had lived and received such 
amount 

(4) Installment obligations acquieed fkom decedent. — In the case 
of an installment obligation received by a decedent on the sale or other 
disposition of property, the income from which was properly reportable 
by the decedent on the installment basis under section 453, if such obli- 
gation is acquired by the decedent’s estate from the decedent or by any 
person by reason of the death of the decedent or by bequest, devise, or 
inheritance from the decedent — 

(A) an amount equal to the excess of the face amount of such 
obligation over the basis of the obligation in the hands of the decedent 
(determined under section 453(d) ) shall, for the purpose of paragraph 
(1), be considered as an item of gross income in respect of the decedent ; 
and 

(B) such obligation shall, for purposes of paragraphs (2) and (3), 
be considered a right to receive an item of gross income in respect of 
the decedent, but the amount includible in gross income under para- 
graph (2) shall be reduced by an amount equal to the basis of the 
obligation in the hands of the decedent (determined under section 
453(d)). 


§ 1.691(a)-l Income in Eespect of a Decedent. — (a) Scope of 
section 691. — In general, the regulations under section 691 cover : (1) 
The provisions requiring that amounts which are not includible in 
gross income for the decedent’s last taxable year or for a prior taxable- 
year be included in the gross income of the estate or persons receiving 
such income to the extent that such amounts constitute ‘^income in re- 
spect of a decedent”; (2) the taxable effect of a transfer of the right 
to such income; (3) the treatment of certain deductions and credits 
in respect of a decedent which are not allowable to the decedent for 
the taxable period ending with his death or for a prior taxable year ; 
(4) the allowance to a recipient of income in respect of a decedent 
of a deduction for estate taxes attributable to the inclusion of the 
value of the right to such income in the decedent’s estate; and (5) 
special provisions with respect to installment obligations acquired 
from a decedent and with respect to the allowance of a deduction for 
estate taxes to a surviving annuitant under a joint and survivor an- 
nuity contract. 

(b) General definition.— In general, the term “income in respect of 
a decedent” refers to those amounts to which a decedent was entitled 
as gross income but which were not properly includible in computing 
his taxable income for the taxable year ending with the date of his 
death or for a previous taxable year under the method of accounting 
^iployed by the decedent. See the regulations under section 451. 
liius, the term includes — 

(1) All accrued income of a decedent who reported his income 
by use oi the cash receipts and disbursements method ; 

(2) Income accrued solely by reason of the decedent’s death in 

a decedent who reports his income by use of an accrual 
method of accounting; and 

time which the decedent had a contingent claim at the 

and the regulations thereunder for “income 
in respect of a decedent m the case of a deceased partner. 

§ 1.691(a)-l(a) 
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(c) Prior decedent. — Tlie term ^‘income in respect of a decedent”- 
also includes the amount of all items of gross income in respect of a 
prior decedent, if (1) the right to receive such amount was acquired 
by the decedent by reason of the death of the prior decedent or by 
bequest, devise, or inheritance from the prior decedent and if (2) 
the amount of gross income in respect of the prior decedent was not 
properly includible in computing the decedent’s taxable income for the 
taxable year ending with the date of his death or for a previous tax- 
able year. See example (2) of paragraph (b) of § 1.691(a)~2. 

(d) Items excluded from income. — Section 691 applies only to the 
amount of items of gross income in respect of a decedent, and items 
which are excluded from gross income under subtitle A of the Internal 
Revenue Code of 1954 are not wdthin the provisions of section 691. 

(e) Cross reference. — For items deemed to be income in respect of 
a decedent for purposes of the deduction for estate taxes provided by 
section 691(c), see paragraph (c) of § 1.691 (c)~l. 

§ 1.691 (a) ~2 Inclusion in Gross Income by Recipients. — (a) 
Under section 691(a)(1), income in respect of a decedent shall be in- 
cluded in the gross income, for the taxable year when received, of — 

(1) The estate of the decedent, if the right to receive the amount 
is acquired by the decedent’s estate from the decedent ; 

(2) The person who, by reason of the death of the decedent, 
acquires the right to receive the amount, if the right to receive the 
amount is not acquired by the decedent’s estate from the decedent ; or 

(3) The person who acquires from the decedent the right to 
receive the amount by bequest, devise, or inheritance, if the amount 
is received after a distribution by the decedent’s estate of such right. 

These amounts are included in the income of the estate or of such 
persons when received by them whether or not they report income by 
use of the cash receipts and disbursements method. 

(b) The application of paragraph (a) of this section may be illus- 
trated by the following examples, in each of which it is assumed that 
the decedent kept his books by use of the cash receipts and disburse- 
ments method : 

Example (i) . The decedent was entitled at the date of his death 
to a large salary jiayment to be made in equal annual installments 
over five years. His estate, after collecting two installments, dis- 
tributed the right to the remaining installment payments to the 
residuary legatee of the estate. The estate must include in its gross 
income the two installments received by it, and the legatee must 
include in his gross income each of the three installments received 
by him. 

Example (^). A widow accj[uired, by bequest from her husband, 
the right to receive renewal commissions on life insurance sold by 
him in his lifetime, which commissions were payable over a period 
of years. The widow died before having received all of such com- 
missions, and her son inherited the right to receive the rest of the 
commissions. The commissions received by the widow were in- 
cludible in her gross income. The commissions received by the son 
were not includible in the widow’s gross income but must be in- 
cluded in the gross income of the son. 

§ 1.691(a)-2(b) 
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Example (S ) . Tlie decedent owned a Series E United States sav- 
in o-s bond, with his wife as co-owner or beneliciary, but died bel'ore 
the payiiieiit of such bond. The entire ainoimt of intei’est accruing 
on tlie^boiid and not includible in income by the decedent, not just 
the ainoiint accruing after the death of the decedent, would be trcuted 
as income to his wife when the bond is paid. 

Example (i ) . A, prior to his death, acquired 10,000 shares of the 
capital stock of the X Corporation at a cost of $100 per sluircn Dur- 
ing his lifetime, A had entered into an agreement with X Corpora- 
tion whereby X Corporation agreed to purchase and tlie clecaxlent 
agreed that his executor would sell the 10,000 sliares of X (corpo- 
ration stock owned by him at the book value of the stock a.t the date 
of A's death. Upon A’s death, the shares are sold by A’s executor 
for $500 a share pursuant to the agreement. Since tlie sale of stock 
is consummated after A’s death, there is no income in respect of a, 
decedent with respect to the appreciation in value of Abs stock to 
the date of his death. If, in this example, A had in fayt sold the 
stock during his lifetime but payment had not been received before 
his death, any gain on the sale would constitute income in respect 
of a decedent when the proceeds were received. 

Example (5). (1) A owned and operated an apple orcluird. 

During his lifetime, A sold and delivered 1,000 bushels of a-pples i o 
X, a canning factory, but did not receive payment before his dea;th. 
A also entered into negotiations to sell 3,000 bushels of aj^ples to Y, 
a canning factory but did not complete the sale before his deatli. 
After A’s death, the executor received payment from X. lie also 
completed the sale to Y and transferred to Y 1,200 bushels of apples 
on hand at A’s death mid harvested and transferred an additional 
1,800 bushels.^ The gain from the sale of aj^ples by A to X consti- 
tutes income in respect of a decedent when received. On tlie otlier 
liaiicl, the gain from the sale of apples by the executor to Y does not:. 

( 2) Assume that, instead of the transaction entered into with 
A had disposed of the 1,200 bushels of harvested apples by deliver- 
mg them to Z, a cooperative association, for processing 'and sale. 
Each year the association commingles the fruit received from all 
or its members into a pool and assigns to each member a percentag'e 
iiitcwest in the pool based on the fruit delivered by him. After the 
fruit is processed and the products are sold, the association divstril)- 
utes the net proceeds from the pool to its members in propoiUon to 
pooh After A’s death, the association nuide 
distributions to the executor with respect to A^s share of the pro- 
ceecls from the pool in which A had an interest. Under such cir- 
c-amstances, the proceeds from the disposition of the 1,200 bushela 
Of apples constitute income in respect of a decedent. 


§ 1.691(a)-3 Chaeacter oe Gross Income.— (a) The riffht to re- 

thp ibb'rU Tr* of a decedent shall be toeated in 

It person entitled to receive such amount 

Ms Sh decedent or by reason of 

Scedent ror acquired in the transaction by which the 

sMered L acquired such right, and shall be con- 

sideied as having the same character it would have had if the decedent 

§ 1.691 (a)-3(a) 



249 


(or a prior decedent) had lived and received such amount. The pro- 
visions of section 1014 (a), relating to the basis of property acquired 
from a decedent, do not apply to these amounts in the hands of the 
estate and such persons. See section 1014(c). 

(b) The application of paragraph (a) of this section may be illus- 
trated by the following : 

(1) If the income would have been capital gain to the clecedeni, 
if he had lived and had received it, from the sale of property held 
for more than 6 months, the income, when received, shall be treated 
in the hands of the estate or of such person as capital gain from the 
sale of the property, held for more than 6 months, in the same man- 
ner as if siiclr person had held the property for the period the dece- 
dent held it, and had made the sale. 

(2) If the income is interest on United States obligations which 
were owned by the clecedent, such income shall be treated as interest 
on United States obligations in the hands of the person receiving it, 
for the purpose of determining the credit provided by section 35. as 
if such person had owned the obligations with respect to which sueli 
interest is paid. 

(3) If the amounts received would he subject to special treatment 
under sections 1301 to 1305, inclusive, relating to income attributable 
to several taxable years, if the decedent had lived and included such 
amounts in his gross income, such sections apply with respect to the 
recipient of the income. 

(4) The provisions of sections 632 and 1347, relating to the tax 
attributable to the sale of certain oil or gas property and to certani 
claims against the United States, apply to any amount included in 
gross income, the right to which was obtained by the decedent by a 
sale or claim within the provisions of those sections. 


S 1691(a)— 4 Tkansfer of Eight to Income in Eespect of a 
Dkcedent.— (a) Section 691(a) (2) provides the rules governing the 
treatment of income in respect of a decedent (or a prior decedent) m 
the event a right to receive such income is transferred by the estate 
or person entitled thereto by beques^ devise, or inheritance, ^ 
reason of the death of the decedent. In general,_ the transferor must 
include in his gross income for the taxable period in which the trans er 
occurs the amount of the consideration, if any, received for 
or the fair market value of the right at the tinie fiU e«tate 

wliiclievcr is greater. Thus, upon a sale of such J 

S persmi entiled to receive it, the fair market value of the .rmht or 

the amount received upon the 

in tho p*ross imcome of the vendor. Similail]^, if such ^ P 

rf by gft the Xr market value of tke tight " the 
must be included in the gross income of theyonon 
satisfaction of an installment obligation y (oi see 

which is likewise considered a transfer under section 691(a) (^), see 

^ Vbf if\he estate of a decedent or P®’^^«tn"S\Vreq5fed 
to income Sdf such“hicime^^^^^ received h his 

will include 
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ceived in his gross income. In this situation, a transfer within \ 
meaning of section 691 (a) (2) has not occurred. This paragraph : , 
be illustrated by the following : 

(1) If a person entitled to income in respect of a decedent 
before receiving such income, only his estate or other person 
titled to such income by bequest, devise, or inheritance f roni 
latter decedent, or by reason of the death of the latter deced*.: 
must include such amount in gross income when received. 

(2) If a right to income in respect of a decedent is transferred 
an estate to a specific or residuary legatee, only the specific or : 
siduary legatee must include such income in gross income wi: 
received. 

(3) If a trust to which is bequeathed a right of a decedent 
certain payments of income terminates and transfers the right ' 
a beneficiary, only the beneficiary must include such income in gi’ 
income when received. 

If the transferee described in subparagraph (1), (2), and (3) : 

this paragraph transfers his right to receive the amounts in the me,:. 
ner described in paragraph (a) of this section, the principles cc:: 
tamed in paragraph (a) are applied to such transfer. On the oth- 
hand, if the transferee transmits his right in the manner describe 
in this paragraph, the principles of this paragraph are again apph • 
to such transfer. 

§ 1.691 (a) -6 Installment Obligations Acquired From DecE' 
DENT, — (a) Section 691(a) (4) has reference to an installment obliga 
tion which remains uncollected by a decedent (or a prior decedent 
and which was originally acquired in a transaction the income froi:. 
which was properly reportable by the decedent on the installmei:: 
method under section 453, Under the provisions of section 691(a) (4 
an amount equal to the excess of the face value of the obligation ove: 
its basis in the hands of the decedent (determined under section 45 
(d) (2) and the regulations thereunder) shall be considered an amoui: 
of income in respect of a decedent and shall be treated as such. Th: 
decedent’s estate (or the person entitled to receive such income br 
bequest, devise, or inheritance from the decedent or by reason of the 
decedent’s death) shall include in its gross income when received the 
same proportion of any payment in satisfaction of such obligations 
as would be returnable as income by the decedent if he had lived anti 
received such payment. No gain on account of the transmission of 
such obligations by the decedent’s death is required to be reported 
income in the return of the decedent for the year of his death. 

(b) If an installment obligation described in paragraph (a) of this 
section is transferred within the meaning of section 691(a)(2) and 
paragraph (a) of § 1.691 (a)-4, the entire installment obligation trans- 
ferred shall be considered a right to income in respect of a decedent 
but the amount includible in the gross income of the transferor shall 
be reduced by an amount equal to the basis of the obligation in the 
hands of the decedent (determined under section 453(d) (2) and the 
regulations thereunder) adjusted, however, to take into account the 
receipt of any installment payments after the decedent’s death and 
before such transfer. Thus, the amount includible in the gross in* 
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come of the transferor shall be the fair market value of such obliga- 
tion at the time of the transfer or the consideration received for the 
transfer of the installment obligation, whichever is greater, reduced 
by the basis of the obligation as described in the preceding sentence. 
For purposes of this paragraph, the term “transfer” in section GDI 
(a) (2) and paragraph (a) of § 1.691 (a)-d includes the satisfaction 
of an installment obligation at other than face value. 

(c) The application of this section may be illustrated by the fol- 
lowing example : 

Example, An heir of a decedent is entitled to collect an install- 
ment obligation with a face value of $100, a fair market value of 
$80, and a basis in the hands of the decedent of $60. If the heir 
collects the obligation at face value, the excess of the amount col- 
lected over the basis is considered income in respect of a decedent 
and includible in the gross income of the heir under section 691(a) 
(1). In this case, the amount includible would be $40 ($100 less 
$60). If the heir collects the obligation at $90, an amount other 
than face value, the entire obligation is considered a right to receive 
income in respect of a decedent but the amount ordinarily required 
to be included in the heir’s gross income under section 691(a)(2) 
(namely, the consideration received in satisfaction of the install- 
ment obligation or its fair market value, whichever is greater) shall 
be reduced by the amount of the basis of the obligation in the hands 
of the decedent. In this case, the amount includible would be $30 
($90 less $60) . 

§ 1.691(b) Statutory Provisions; Eecipients of Income in Ee- 
srECT of Decedents ; Allowance of Deductions and Credit. 

SEC. 691. RECIPIENTS OF INCOME IN RESPECT OP DECE- 
DENTS. * * * 


(b) ArxowANCE OF Deductions and Credit. — The amount of any deduc- 
tion specified in section 162, 163, 164, 212, or 611 (relating to deductions 
for expenses, interest, taxes, and depletion) or credit specified in section 36 
(relating to foreign tax credit), in respect of a decedent which not 
properly allowable to the decedent in respect of the taxable period in which 
falls the date of his death, or a prior period, shall be allowed : 

(1) Expenses, interest, and taxes. — In the case of a deduction |P^ci- 
ged in section 162, 163, 164, or 212 and a credit specified in section 33, in 
the taxable year when paid — 

(A) to the estate of the decedent; except that 

(B) if the estate of the decedent is not liable to discharge the obli- 
gation to whicU the decluction or credit relates, to the person \rho, hy 
reason of the death of the decedent or by bequest, devise .o- inlientane^ 
acquires, subject to such obligation, from the decedent an interest m 

Depletion.— ease of the deduction specified In potion 611, 
to the person described in subsection (a)(1)(A), (B), or (O 
the^maMer described therein, receives the income to which the deduction 
Xtes, in the taxable year when such income is received. 

S 1691('b')-l AlLOWxVNCE OF DeDTTCTIONS AND Ceedit IN Eespect 

OF Dfcfdents.— (a) Under section 691(b) , the expenses, interest, and 
^Ixes deSed in Actions 162, 163, 164, and 212 for which he dece- 
dent (or a prior decedent) was liable, which were not properly allow- 
able as a deduction in his last taxable year or any prior taxable y . r, 
are allowed when paid — 
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(1) As a deduction by the estate; or 

(2) If the estate was not liable to pay such obligation, as a de- 
duction by the person who by bequest, devise, or inheritance from 
the decedent or by reason of the death of the decedent acquires, 
subject to such obligation, an interest in property of the decedent 
(or the prior decedent). 

Similar treatment is given to the foreign tax credit provided by sec- 
tion 33. For the purposes of subparagraph (2) of this paragraph, 
the right to receive an amount of gross income in respect of a decedent 
is considered property of the decedent ; on the other hand, it is not 
necessary for a person, otherwise within the provisions of subpara- 
graph (2) of this paragraph, to receive the right to any income in 
respect of a decedent. Thus, an heir who receives a right to income 
in respect of a decedent (by reason of the death of the decedent) sub- 
ject to an income tax imposed by a foreign country during the dece- 
dent’s life, which tax must be satisfied out of such income, is eiititlod 
to the credit provided by section 33 when he pays the tax. If a dece- 
dent who reported income by use of the cash receipts and disburse- 
ments method owned real property on which accrued taxes hfid become 
a lien, and if such property passed directly to the heir of the decedent 
in a jurisdiction in which real property does not become a part of a 
decedent’s estate, the heir, upon paying such taxes, may take tlio 
same deduction under section 164 that would be allowed to the dece- 
dent if, while alive, he had made such payment. 

(b) The deduction for percentage depletion is allowable only to the 
person (described in section 691(a)(1)) who receives the income in 
respect of the decedent to which the deduction relates, whether or not 
such person receives the property from which such income is derived. 
Thus, an heir who (by reason of the decedent’s death) receives income 
derived from sales of units of mineral by the decedent (who reported 
income by use of the cash receipts and disbursements metliod) shall 
be allowed the deduction for percentage depletion, computed on the 
gross income from such number of units as if the heir had tlie same 
economic interest in the property as the decedent. Such heir need 
not also receive any interest in the mineral f)roperty other than such 
income. If the decedent did not compute his deduction for depletion 
on the basis of percentage depletion, any deduction for depletion to 
which the decedent was entitled at the date of his death would be al- 
lowable in computing his taxable income for his last taxable year, a-nd 
there can be no deduction in respect of the decedent by any other 
person for such depletion. 


§ 1.691(c) Stattjtoky Pkovisions; Recipients of Income in Re- 
spect OP Recedents; Deduction for Estate Tax. 

SEC. 691. INCOME IN RESPECT OF DECE- 


(e) Deduction foe Estate Tax. — 

(1) Allowance of deduction. — 

person who includes an amount in gross 
Tear ^ allowed, for the same taxable 

amount which bears the same ratio to the 
the item? to the net value for estate tax purposes of all 

the Items described m subsection (a) (1) as the value for estate tax 
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purposes of the items of gross income or portions thereof in respect 
of which such person incliided the amoiint in gross income (or the 
amount included in gross income, whichever is lower) bears to the 
value for estate tax purposes of all the items described in subsection 

(а) (1). 

(B) Estates and trusts. — In the case of an estate or trust, the 
amount allowed as a deduction under subparagraph (A) shall be 
computed by excluding from the gross income of the estate or trust 
the portion (if any) of the items described in subsection (a) (1) which 
is properly paid, credited, or to be distributed to the beneficiaries 
during the taxable year. This subparagraph shall apply to the same 
taxable year, and to the same extent, as is provided in section 68S. 

(2) Method of computing deduction. — For purposes of paragraph 

(D — 

(A) The term “estate tax” means the tax imposed on the estate 
of the decedent or any prior decedent under section 2001 or 2101, 
reduced by the credits against such tax. 

(B) The net value for estate tax purposes of all the items described 
in subsection (a) (1) shall be the excess of the value for estate tax 
purposes of all the items described in subsection (a) (1) over the 
deductions from the gross estate in respect of claims which represent 
the deductions and credit described in subsection (b). Such net value 
shall be determined with regard to the provisions of section 421(d) 

(б) (B), relating to the deduction for estate tax with respect to re- 
stricted stock options. 

(C) The estate tax attributable to such net value shall be an amount 
equal to the excess of the estate tax over the estate tax computed with- 
out including in the gross estate such net value. 

§ 1.691(c)— 1 Deduction tor Estx\te Tax Attributable to In- 
come IN Respect oe a Decedent. — (a) In general, — A person who is 
required to include in gross income for any taxable year an amount of 
income in respect of a decedent may deduct for the same taxable year 
that portion of the estate tax imposed upon the decedent’s estate which 
is attributable to the inclusion in the decedent’s estate of the right to 
receive such amount. The deduction is determined as follows : 

(1) Ascertain the net value in the decedent’s estate of the items 
which are included under section 691 in computing gross income. 
This is the excess of the value included in the gross estate on 
account of the items of gross income in respect of the decedent 
(see § 1.691 (a)-l and paragraph (c) of this section) over the 
deductions from the gross estate for claims which represent the 
deductions and credit in respect of the decedent (see § 1.691(b)— 1) . 
But see section 691(d) and paragraph (b) of § 1.691(d)— 1 for 
computation of the special value of a survivor’s annuity to be used 
in computing the net value for estate tax purposes in cases in- 
volving joint and suiwivor annuities. 

(2) Ascertain the portion of the estate tax attributable to the 
inclusion in the gross estate of such net value. This is the excess 
of the estate tax over the estate tax computed without including 
such net value in the gross estate. In computing the estate tax 
without including such net value in the gross estate, any estate 
tax deduction (such as the marital deduction) which may be based 
upon the gross estate shall be recomputed so as to take into account 
the exclusion of such net value from the gross estate. See example 
(2), paragraph (e) of § 1.691 (d)-l. 

For purposes of this section, the term ‘‘estate tax” means the tax 
imposed under section 2001 or 2101 (or the corresponding provisions 
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of the Internal Ke venue Code of 1939) , reduced by the credits against 
such tax. Each person including in gross income an amount of income 
in respect of a decedent may deduct as his share of the portion of tlie 
estate tax (computed under subparagraph (2) of this paragraph) an 
amount which bears the same ratio to such portion as the value in 
the gross estate of the right to the income included by such person in 
gross income (or the amount included in gross income if lower) bears 
to the value in the gross estate of all the items of gross income in 
respect of the decedent. 

(b) PnoT decedent, — If a person is required to include in gross 
income an amount of income in respect of a prior decedent, such 
person may deduct for the same taxable year that portion of the 
estate tax imposed upon the prior decedent’s estate which is attribut- 
able to the inclusion in the prior decedent’s estate of the value of the 
right to receive such amount. This deduction is computed in the 
same manner as provided in paragraph (a) of this section and is in 
addition to the deduction for estate tax imposed upon the decedent’s 
estate which is attributable to the inclusion in the decedent’s estate 
of the right to receive such amount. 

(c) AmonntB deemed to loe income in res feet of a decedent, — For 
purposes of allowing the deduction under section 691 (c) , the following 
items are also considered to be income in respect of a decedent under 
section 691 (a) : 

(1) The value for estate tax purposes of restricted stock options 
in respect of wdiich amounts are includible in gross income under 
section 421(b). See section 421(d) (6). 

(2) Amounts received by a surviving annuitant during his life 
expectancy period as an annuity under a joint and survivor annuity 
contract to the extent included in gross income under section 72. See 
section 691(d). 

(d) Eoeamples , — Paragraphs (a) and (b) of this section may be 
illustrated by the following examples : 

Example (i). X, an attorney who kept his books by use of the 
cash receipts and disbursements method, was entitled at the date of 
his death to a fee for services rendered in a case not completed at the 
time of his death, which fee w^as valued in his estate at $1,000, and 
to accrued bond interest, wdiich was valued in his estate at $500. In 
all, $1,500 was included in his gross estate in respect of income de- 
scribed in section 691(a) (1) . There were deducted as claims against 
his estate $150 for business expenses for which his estate was liable 
and $50 for taxes accrued on certain property wdiich he owmed. In 
all, $200 wms deducted for claims which represent amounts described 
in section 691(b) which are allowable as deductions to his estate or 
to the beneficiaries of his estate. His gross estate was $185,000 and, 
considering deductions of $15,000 and an exemption of $60,000, his 
taxable estate amounted to $110,000. The estate tax on this amount 
is $23,700 from which is subtracted a $75 credit for State death taxes 
leaving an estate tax liability of $23,625. In the year following the 
closing of X’s estate, the fee in the amount of $1,200 was collected 
by X’s son, who was the sole beneficiary of the estate. This amount 
was included under section 691(a) (1) (C) in the son’s gross income. 
The son may deduct, incomputing his taxable income for such year, 
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$2G0 on account of the estate tax attributable to 

puted as follows: 

(1) (i) Value of income described in section C/r^ (- » ‘ T • - - ■- 

computing gross estate .'7. '.t . .'T ' ‘ 

(ii) Deductions in computing grots estate tVo* V- ^ 
ing deductious duscribtin in «eet[uii7uin7tr A 

(iii) Net value of items described in section G0i(n i (1 , 

(2) (i) Estate tax 

(ii ) Less : Estate tax computed without iiieiua:V77.s*'-^* 'i 

(1) (iii) ) in gross estate 7. . . . . . . 7 

(iii) Portion of estate tax attributable to net value 

described in section 691 (a) (1) 

(3) (i) Value in gross estate of items described in section 6ol j 

(1) received in taxable year (fee) 

(ii) Value in gross estate of all income items described in sec- 

tion 691(a) (1) (item(l)(i)) 

(iii) Part of estate tax deductible on account of receipt of 

^1,200 fee (1,000/1,500 of §390) 


Althougli $1,200 was later collected as tlie fee, only ilie 81.0. ; : > 
tiially included in the gross estate is used in tlie above e jn::n:tn:::;,% 
Itlowever, to avoid distortion, section 691(c) provides tiiat li ine 
value included in the gross estate is greater than the aniouni iinaliy 
collected, only the amount collected shall be used in the above eoin- 
putations. Thus, if the amount collected as the fee were only $5- 
the estate tax deductible on the receipt of such amouiii would be J 
1,500 of $390, or $130. See paragraph (d) (3) of § 1,421-5 for a 
similar example involving a restricted stock option. 

Example (^), Assume that in example (1) die fee valued at 
$1,000 had been earned by prior decedent Y and had been iiinentea 
by X who died before collecting it. With regard to the som the lee 
would be considered income in respect of a prior decedent. Assume 
f uxdher that the fee was valued at $1,000 in 1 s estate, uiat tiie iie. 
value in Y’s estate of items described in section 691(a) 1 1) 7*^^^ 
and that the estate tax imposed on Y's estate attribiitabie to siicn 
net value was $550. In such case, the portion of sucli estate tax at- 
tributable to the fee would be 1,000/ 5,000 of $550, or SI 10* Y 
son collects the $1,200 fee, he will receive for the same taxable ytur 
a deduction of $110 with respect to the estate /ax imposed 
estate of prior decedent Y as well as the deduction of ui:? co..*- 
puted in Sample (1^ ) with respect to the estate tax imposed on tiie 

estate of decedent X. 


§ 1.691 (c)-2 Estates and TKTJSTS.-(a) In the case of an estate 
or trust, the deduction prescribed in 

tlie same manner as described m § 1.691(c) 1, ^ 


ifany amount properly paid, 
tributed by an estate or trust to a beneficiarj 
spect of a decedent received by the estate oi tiust dur^ « 


I to be dis- 

icome in rc- 
tlie taxable 


a') Such income shall be excluded in determining the income in 
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respect of the decedent -with respect to which the estate or trust is 
entitled to a deduction under section 691(0), and 

(ii) Such income shall be considered income in respect of a de- 
cedent to such beneficiary for purposes of allowing the deduction 
under section 691(c) to such beneficiary. 

(2) For determination of the amount of income in respect of a 
decedent received by the beneficiary, see sections 652 and 662, and 
§§ 1.652(b) -2 and 1.662(b) -2. However, for this purpose, distrib- 
utable net income as defined in section 643(a) and the regulations 
thereunder shall be computed without taking into account the estate 
tax deduction provided in section 691(c) and this section. Distribu- 
table net income as modified under the preceding sentence shall be 
applied for other relevant purposes of subchapter J of chapter 1 of 
the Internal Eevenue Code of 1954, such as the deduction provided 
by section 651 or 661, or subpart D of part I of subchapter J, relating 
to excess distributions by trusts. 

(3) The rule stated in subparagraph (1) of this paragraph does not 
apply to income in respect of a decedent which is properly allocable 
to corpus by the fiduciary during the taxable year but which is dis- 
tributed to a beneficiary^ in a subsequent year. The deduction pro- 
vided by section 691(c) in such a case is allowable only to the estate 
or trust. If any amount properly paid, credited, or required to be 
distributed by a trust qualifies as a distribution under section 666, the 
fact that a portion thereof constitutes income in respect of a decedent 
shall be disregarded for the purposes of determining the deduction 
of the trust and of the beneficiaries under section 691(c) since the 
deduction for estate taxes was taken into consideration in computing 
the undistributed net income of the trust for the preceding taxable 
year. 

(b) This section shall apply only to amounts properly paid, cred- 
ited, or required to be distributed in taxable years of an estate or trust 
beginning after December 31, 1953, and ending after August 16, 1954, 
except as otherwise provided in paragraph (c) of this section. 

(c) In the case of an estate or trust heretofore taxable under the 
provisions of the Inteimal Eevenue Code of 1939, amounts paid, 
credited, or to be distributed during its first taxable year subject to 
the Internal Eevenue Code of 1954 which would have been treated as 
paid, credited, or to be distributed on the last day of the preceding 
taxable year if the Internal Eevenue Code of 1939 were still applic- 
able shall not be subject to the provisions of section 691(c) (1) (B) 
or this section. See section 683 and the regulations thereunder. 

(d) The provisions of this section may be illustrated by the fol- 
lowing example, in which it is assumed that the estate and the bene- 
ficiary make their returns on the calendar year basis : 

Emmple, (1) The fiduciary of an estate receives taxable interest 
of $5,500 and income in respect of a decedent of $4,500 during the 
taxable year. Neither the will of the decedent nor local law requires 
the allocation to corpus of income in respect of a decedent. The es- 
tate tax attributable to the income in respect of a decedent is $1,500. 
In his discretion, the fiduciary distributes $2,000 (falling within sec- 
tions 661 (a) and 662(a)) to a beneficiary during that year. On these 
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facts tlie fiduciary and beneficiary are respectively entitled to estate 
tax decluctions of $1,200 and $300, computed as follows : 

(2) Distributable net income computed under section 613(a) with- 
out regard to the estate tax deduction under section 691 (c) is $10,000, 
coniputed as follows : 


Taxable interest ,^5,500 

lucoiue in respect of a decedent 4,500 


Total ,$10,000 

(3) Inasmuch as the distributable net income of $10,000 exceeds 
the amount of $2,000 distributed to the beneficiary, the deduction al- 
lowable to the estate under section 661(a), and the amount taxable 
to the beneficiary under section 662(a), is $2,000. 

(1) Tlie character of the amounts distributed to the beneficiary 
under section 662(b) is shown in the following table: 

Income 
in respect 
Taxahlc of a 
interest decedent Total 

Distributable net income $5,500 $4,500 ?^6,000 

Ainouiit deemed distributed under section 662(b) .. 1,100 900 -,00u 


(5) Accordingly, the beneficiary will be entitled to an estate tax 
deduction of $300 ( 900/1,500 X $1,500) and the estate will be entitled 
to an estate tax deduction of $1,200 (3,600 X $1,500) . 

(6) The taxable income of the estate is $6,200, computed as 
f ol lows : 

Gross income $10,000 

" ^ Distributions to tlie beneficiary oha 

Estate tax deduction under section 691(c) 

I'ersoiiiil exemption ^ 

, , . $6,200 

a'axjilile income ^ 

8 1.691 (d) Statutory Provisions ; Eecipbents of Incosie in Ee- 

STECT OF llOCUBIENTS ; AMOUNTS EeCEIVED BY SURVIVING ANNUITANT 

Under Joint and Survivor Annuity Contract. 

SKC. 001. RECIPIKNTS OF INCOME IN BESPBCT OP DECEDENTS. 

(rt) A]MoaNa’.s Keobived by Sueviving Annuitant Undes Joint and 

SUEVIVOK ANNUITY^^^^^^ 

rtuetion mXr subsection (c)(1)(A), amounts received by a surviving 

anuuilant— ^ an annuity under a joint and “/STan^afto 

wlim-e the decedent annuitant died after December 31, 1953, and afte 
i’Vui ‘uumitv startinsc date (as defined m section i2(c) (4) ), and 

Vui duriiur the surviving annuitant’s life expectancy period, shall, 
to Ihe^Sfncludedln gi^oss income under section 72, be considered 

r2 — " Si-ot 

in paragraph (1) subsection shaU be com^^^ 
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excludable from the gross income of the surviving* aniuiitaiit innUn’ 
section 72 during the surviving annuitant’s life expcM'tanc'y period, 

and 

(B) by multiplying the figure so obtained by the ratio whieh tin' 
value of the annuity for estate tax purposes bears to tlu^ valiu‘ of (he 
annuity at the date of the death of the deceased. 

(3) Definitions. — For purposes of this subsection — 

(A) the term “life expectancy period” means the period beginning 
with the first day of the first period for whicli an amount is reeidv(‘(! 
by the surviving annuitant under the contract and ending with lln^ 
close of the taxable year with or in which falls the termination (^f the 
life expectancy of the surviving annuitant. For purposes of this sub- 
paragraph, the life expectancy of the surviving annuitant sliall 
determined, as of the date of the death of the deceased annuitant, wit h 
reference to actuarial tables prescribed by the Secretary or his deh^gat(‘. 

(B) the surviving annuitant’s expected return under the eontra(*t 
shall be computed, as of the death of the deceased annuitant, with 
reference to actuarial tables prescribed by the Secretary or his delega t 


§ 1.691 ( d) -1 AmOUIVTS EeCEIVED by SuRVIVIISTG Ai7HTJ,ITAN1^ I TkDFJ! 
JoixT AXD Survivor Aistnuitt Coxteact. — (a) In geneml.—Vnihn' 
.section 691 (d), annuity payments received by a surviving anniiiiant 
under a joint and survivor annuity contract (to the extent indicated in 
paragraph (b) of this section) are treated as income in respect of a 
decedent under section 691(a) for the purpose of allowing the <le<lut^- 
tion for estate tax provided for in section 691(c) (1) (A). Tlris sec*.- 
tion applies only if the deceased annuitant died after December dK 
1953, and after the annuity starting date as defined in section 72(c) ( 4 ) . 

{h) Special value for surviving annuitant's pai/ments. — Se<d ion 
691 f d) provides a special value for the surviving annuitant’s pay men ( s 
to determine the amount of the estate tax deduction provided for in 
section 691(c)(1)(A). This special value is determined by multi- 
plying — 

(1) The excess of the value of the annuity at the date of di'nth 
of the deceased annuitant over the total amount excludable from 
the gross income of the surviving annuitant under section 72 diir- 

expectancy period (see paragraph (d)(1) (i) of this 

by * ^ 

(2) A fraction consisting of the value of the annuity for ostatr 

tax purposes over the value of the annuity at the date of death of 
the deceased annuitant. ui cu.n 

This special value is used for the purpose of determining the net value 
I a ) ! 1 ) ot § l.bJl(c)-l) and for the purpose of determinino- ihP luh 

rSiS-lf annSirSutnS; 

taa attrfbutaWo 

tion ot sSSod 'thm f. nTT'”® dies before expira- 

unused deduction. ’ compensating adjustment for the 
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(d) Definitions. (1) For purposes of section 691(d) and this 
section — 

_(i) The term “life expectancy period” means the period beginning 
with the first day of the first period for which an amount is received 
by the surviving annuitant under the contract and ending with the 
close of the taxable year with or in which falls the termination of the 
life expectancy of the surviving annuitant. 

_(ii) The life expectancy of the surviving annuitant shall be deter- 
mined as of the date of death of the deceased annuitant, with reference 
to actuarial Table I set forth in § 1.72—9 (but without making any 
adjustment under paragraph (a)(2) of § 1.72-5). 

(iii) The value of the annuity at the date of death of the deceased 
annuitant shall be the entire value of the survivor’s annuity deter- 
mined by reference to the principles set forth in section 2031 and the 
regulations thereunder, relating to the valuation of annuities for estate 
tax purposes. 

(iv) The value of the annuity for estate tax purposes shall be that 
portion of the value determined under subdivision (iii) of this sub- 
paragraph which was includible in the deceased aimuitant’s gross 
estate. 


(2) The determination of the “life expectancy period” of the sur- 
vivor for purposes of section 691(d) may be illustrated by the follow- 
ing example : 

Example. H and W file their income tax returns on the calendar 
year basis. FI dies on July 16, 1955, on which date W is 70 years of 
age. On August 1, 1955, W receives a inonthly payment under a 
j oint and survivor annuity contract. W’s life expectancy determined 
as of the date of FI’s death is 15 years as determined from Table I in 
§ 1.72-9 ; thus her life expectancy ends on July 14, 1970. Under the 
provisions of section 691(d) , her life exepectancy period begins as of 
July 1, 1955, and ends as of December 31, 1970, thus giving her a 
life expectancy period of 15% years. 

(e) Exmnfles . — The application of section 691(d) and this section 
may be illustrated by the following examples : 

Example (7) . (1) H and W, husband and wife, purchased a joint 

and survivor annuity contract for $203,800 providing for monthly 
payments of $1,000 starting January 28, 1954, and continuing for 
their joint lives and for the remaining life of the survivor. H con- 
tributed $152,850 and W contributed $60,950 to the cost of the an- 
nuity. As of the annuity starting date, J anuary 1, 1954, H’s age at 
his nearest birthday was 70 and W’s age at her nearest birthday was 
67. H dies on January 1, 1957, and beginning on January 28, 1957, 
W receives her monthly payments of $1,000. The value of the an- 
nuity at the date of H’s death is $159,000 (see paragraph (d) (1) (iii) 
of this section) , and the value of the annuity for estate tax purposes 
(see paragraph (d) (1) (iv) of this section) is $1W,250 (162,850/ 
203,800 of "$159,000) . As of the date of H’s death, W’s age is 70 and 
her life expectancy period is 15 years (see paragra^ (d) of %s 
section for method of computation). Both H and W reported in- 
come by use of the cash receipts and disbursements method and hied 
income tax returns on the calendar year basis. . 

(2) The following computations illustrate the application ox 
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section 72 in determining the excludable portions of the annuity 
payments to W during her life expectancy period : 

Amount of annuity payments per year (12x$l,000) $12,000 

Life expectancy of H and W as of the annuity starting date (see section 
72 (c) (3) (A) and Table II of § 1.72-9 (male, age 70 ; female, age 67)^) 19.7 

Expected return as of the annuity starting date, January 1, 1954 
($12,000X19.7 as determined under section 72(c) (3) (A) and pai*a- 

graph (b) of § 1.72-5) 236,400 

Investment in the contract as of the annuity starting date, January 1, 

1954 (see section 72(c) (1) and paragraph (a) of § 1.72-6) 203,800 

Exclusion ratio (203,800/236,400 as determined under section 72(b) and 

§ 1.72-4) (percent) 86*2 

Exclusion per year under section 72 ($12,000X86.2 percent) 

Excludable during W’s life expectancy period ($10,344X15) 155,160 

(3) For the purpose of computing the deduction for estate tax 
under section 691(0), the value for estate tax purposes of the amounts 
includible in W’s gross income and considered income in respect of a 
decedent by virtue of section 691(d) (1) is $2,880. This amount is 
arrived at in accordance with the formula contained in section 691 
(d) (2), as follows: 

Value of annuity at date of H’s death $159,000 

Total amount excludable from W’s gross income under section 72 
during W’s life expectancy period (see subparagraph (2) of this 
example) 155,160 


Excess $3,840 

Ratio which value of annuity for estate tax purposes bear to value of 

annuity at date of H’s death (119,250/159,000) (percent) 

Value for estate tax purposes (75 percent of $3,840) $2,880 


This amount ($2,880) is included in the items of income under sec- 
tion 691(a) (1) for the purpose of determining the estate tax at- 
tinbutable to each item under section 691 (c) (1) (A) . The estate tax 
determined to be attributable to the item of $2,880 is then allowed 
as a deduction to W over her 15-year life expectancy period (see 
example (2) of this paragraph) . 

Example (£), Assume, in addition to the facts contained in 
example (1) of this paragraph, that H was an attorney and was 
entitled at the date of his death to a fee for services rendered in a 
case not completed at the time of his death, which fee was valued at 
$1,000, and to accrued bond interest, which was valued at $500. 
Taking into consideration the annuity payments of example (1), 
valued at $2,880, a total of $1,380 was included in his gross estate in 
respect of income described in section 691(a) (1). There were de- 
ducted as claims against his estate $280 for business expenses for 
which his estate was liable and $100 for taxes accrued on certain 
property which lie owned. In all, $380 was deducted for claims 
which represent amounts described in section 691 (b) which are al- 
lowable as deductions to his estate or to the beneficiaries of his estate. 
His gross estate was $404,250 and considering deductions of $15,000, 
a marital deduction of $119,250 (assuming the annuity to be the 
only qualifying gift) and an exemption of $60,000, his taxable estate 
amounted to $210,000. The estate tax on this amount is $53,700 
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from -whicli is subtracted a $175 credit for State death taxes, leaving 
an estate tax liability of $53,525. W may deduct, in computing her 
taxable income during each year of her 15-year life expectancy 
period, $14.73 on account of the estate tax attributable to the value 
for estate tax purposes of that portion of the annuity payments con- 
sidered income in respect of a decedent, computed as follows : 


(1) (i) Value of income described in section 691(a)(1) in- 
cluded in computing gross estate $4,380.00 

(ii) Deductions in computing gross estate for claims repre- 
senting deductions described in section 691(b) 380.00 


(iii) Net value of items described in section 691(a) (1) . . , . $4,000.00 


(2) (i) Estate tax $53,525.00 

(ii) Less: Estate tax computed without including $4,000 
(item (1) (iii) ) in gross estate and by reducing mari- 
tal deduction by $2,880 (portion of item (1) (iii) 
allowed as a marital deduction) 53,189.00 


(iii ) Portion of estate tax attributable to net value of income 

items $336.00 


(3) (i) Value in gross estate of income attributable to annuity 

payments $2,880.00 

(ii) Value in gross estate of all income items described in 

section 691(a) (1) (item (l)(i)) 4,380.00 

(iii) Part of estate tax attributable to annuity income 

(2,880/4,380 of $336) 220.93 

(iv) Deduction each year on account of estate tax attribu- 

table to annuity income ($220.93^15 (life expectancy 

period ) ) 14 . 7B 


§ 1.691(e) Statutory Provisions; Eecipients of Income in Ee- 
SPECT OP Decedents; Cross Reference. 

SEO. 691. RECIPIENTS OP INCOME IN RESPECT OP DECEDENTS. 

^ sH -Js 

(e) Cross Reeebence.— -Por application of this section to income in 

respect of a deceased partner, see section 753. 

§ 1.691 (e)-l Cross References.— See section 753 and tlie regula- 
tions tliereiinder for application of section 691 to income in respect 
of a deceased partner. 

§ 1.692 Statutory Provisions; Income Taxes on Members op 
Armed Forces on Death. 


SEC 692 INCOME TAXES ON MEMBERS OP ARMED FORCES ON 
DEATH. 

In the case of any individual who dies during an induction period (as 
defined in section 112(c) (5)) while in active service as a member of the 
Armed Forces of the United States, if such death occurred while serving 
in a combat zone (as determined under section 112) or as a result of 
wounds, disease, or injury incurred while so serving— 

(1) any tax imposed by this subtitle shall not apply with inspect to 
the taxable year in which falls the date of his (^ath, or with respect 
to any prior taxable year ending on or after the first day he so served 
in a combat zone after June 24, 1950; and 

(2) any tax under this subtitle and under the corresponding provi- 
sions of prior revenue law for taxable years preceding those specified in 
paragraph (1) which is unpaid at the date of his death (including mtei- 
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est, additions to the tax, and additional amounts) shall not be assessed, 
and if assessed the assessment shall be abated, and if collected shall be 
credited or refunded as an overpayment. 

§ 1.692-1 Abatement of Income Taxes of Certain Members of 
THE AjiMED Forces of the United States Upon Death. — (a) If an 
individual dies during an induction period (as defined in section 
112(c) (5) ) while in active service as a member of the Armed Forces 
of the United States, and such death occurs while serving in a combat 
zone (as determined under section 112) or at any place as a result of 
wounds, disease, or injury incurred while so serving, tlien — 

(1) The tax liability of such individual, under subtitle A of 
the Internal Eeveniie Code of 1954 or under chapter 1 of tlic 
Internal Eevenue Code of 1939, for the taxable year ending on tiie 
date of his death, and for any prior taxable year ending on or 
after the first day he so served in a combat zone after June 24, 1950, 
IS cancelled and if the tax (including interest, additions to the 
tax, and additional amounts) is assessed, the assessment sliall be 
abated, and if the amount of such tax is collected (regaiTllcss of 
the date of collection) the amount so collected shall be credited or 
refunded as an overpayment; and 

(2) That amount of tax of such individual for taxable years 

preceding those specified in subparagraph (1) of this paragraph, 
under subtitle A of the Internal Eevenue Code of 1954, chapter 1 
ot the Internal Eevenue Code of 1939, or corresponding provisions 
1 which remains unpaid as of the (bite of 

death shall not be assessed, and if any such unpaid tax (inchidimr 
interest, additions to the tax, and additional amounts) has been 

such unpaid tax is collected subsequent to the date of death the 
amount so collected shall be credited or refunded as an 

As to what constitutes an induction period, active service as a inembor 
of the Armed Forces, service in a combat zone, and wounds chscaio n^ 
imury incurred while serving in a combat zone, see sei^^ion lit nui 

of such indiv duafis &%tmt?thn*"^ separlte inconle 

arate income of suJh^Mividml 1?? computed upon the sep- 

taxable years ending before June k respect to 

years ending before^he fimt dw sth taxable 

zone, as determined under section 110 combat 

or refunded shall not erceeTtiramo-^^^^ t''* crediteil, 

IMS, and end- 


ing after August 16, 1954, shall be^thc tov and eii 

of the Internal Eevenue Code of 195?beW subtitle A 

§ 1 . 692-1 (a) ^ application of sections 
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3i:2, C)401 (b) 5 and 64025 but after the application of section 33, as if 
siicli spouse were required to make a separate income tax return; and 

( 2 ) For taxable years beginning before January 1 , 1954, and for 
taxable years beginning after December 31, 1953, and ending before 
August 17, 1954, shall be the tax computed under chapter 1 of the 
Internal lievenue Code of 1939 before the application of sections 32, 35, 
and 322(a), but after the application of section 31, as if such spouse 
were re(j[uired to make a separate income tax return. 

(c) If such an individual and his spouse filed a joint declaration of 
estimated tax for the taxable year ending with the date of his death, 
tlie esthnated tax paid pursuant to such declaration may be treated as 
tlie estimated tax of either such individual or his spouse, or may be 
divided between them, in such manner as his legal representative and 
such spouse may agree. Should they agree to treat such estimated tax, 
or a,ny portion thereof, as the estimated tax of such individual, the 
estimated tax so paid shall be credited or refunded as an overpay- 
ment for the taxable year ending with the date of his death. 

(d) For the purpose of determining the tax which is unpaid at the 
date of death , amounts deducted and withheld under chapter 24, sub- 
title C of the Internal Eevenue Code of 1954, or under subchapter D, 
cha}:)tcr 9 of the Internal Eevenue Code of 1939 (relating to income tax 
witiiheld at source on wages) , constitute payment of tax imposed under 
sul)title A of the Internal Eevenue Code of 1954 or under chapter 1 of 
the Internal Eevenue Code of 1939, as the case may be. 

(e) Til is section shall have no application whatsoever with respect 
to tlie liability of an individual as a transferee of property of a tax- 
payer where such liability relates to the tax imposed upon the taxpayer 
l)y' subtitle A of the Internal Eevenue Code of 1954 or by chapter 1 
of the Internal Eevenue Code of 1939. 


IlEGULATED Investment Companies 

§ 1.851 Statutory Provisions ; Definition of Eegulated Invest- 
isx:knt Comtany. 

mo. 851. DEFINITION OF REGULATED INVESTMENT COMPANY. 

(a) GENKitAL Rule.-— F or purposes of this subtitle, the term “regulated 
iiivestiuent company” means any domestic corporation (other than a per- 
sonal holding cornxiany as defined in section 542)— 

(1) which, at all times during the taxable year, is registered under 
the Investment Company Act of 1940, as amended (54 Stat 789; 15 
U. S. C. 80 a-1 to 80 b-2), either as a management company or as a unit 

investment trust, or . ^ t ^ i 

(2) which is a common trust fund or similar fund excluded by sec- 

fion 3(c) (3) of such Act (15 TJ. S. C. 80 a-8(c)) from the definition of 
“investment company” and is not included in the definition of ‘ common 
trust fund” by section 584 (a). , , , ^ 

(1)) Limitations. — A corporation shall not be considered a regulated 

investment comitany for any taxable year unless 

(1) it flies with its return for the taxable year an election to be a 
re'uiliited inveistmeiit company or has made such election for a previous 
taxable year which began after December 31, 1941; 

(2) at least 00 percent of its gross income Is derived from dividends, 
interest Ud gains feom the sale or other disposition of stock or securities ; 

(3) ‘ le.ss than 30 percent of its gross income is derived from the sale 
or other disposition of stock or securities held for less than 3 months , 
and 


§ 1.851 



264 


(4) at the close of each quarter of the taxable year — 

(A) at least 50 percent of the value of its total assets is rei) re- 
sented by — 

(i) cash and cash items (including receivables), Governnii'iit 
securities and securities of other regulated investment eoni})aiues, 
and 


(ii) other securities for purposes of this calculation limiied, 
except and to the extent provided in subsection (e), in respeid: of 
any one issuer to an amount not greater in value than 5 liortnuit of 
the value of the total assets of the taxpayer and to not more ihan 
10 percent of the outstanding voting securities of such issuer, and 
(B) not more than 25 percent of the value of its total asst Us is 
invested in the securities (other than Government seeuritH‘s er tin* 
securities of other regulated investment companies) of any om^ issmo’, 
or of two or more issuers which the taxpayer controls and whitdi art' 
determined, under regulations prescribed by the Secrt'tary or his dvlo- 
gate, to be engaged in the same or similar trades or businesses or 
related trades or businesses. 

(c) Rules Applicable to Subsection (b)(4). — For purposes of suin 
section (b) (4) and this subsection — 

(1) In ascertaining the value of the taxpayer’s investment in the 
securities of an issuer, for the purposes of subparagraph (B ), Iherc^ shall 
be included its proper proportion of the investment of any otla'i* corpora- 
tion, a member of a controlled group, in the securities of sudi issuer, as 
determined under regulations prescribed by the Secreta ry or his d<‘h'gat 

(2) The term “controls” means the ownership in a corporati<m of 20 
percent or more of the total combined voting power of all classes tif 
stock entitled to vote. 




(3) The term “controlled group” means one or more cliniiis 

raaons connected through stock ownership with the taxpayer if 

(A) 20 percent or more of the total combined voting power (if all 
classes of stock entitled to vote of each of the* coj-porations (t'xeepl 
tions Sd^'^^ owned directly by one or more of the otlier eoi-pura- 


taxpayer owns directly 20 percent or nioix? of th(> total 

leas^one^of'iho^tn^'''®^ all classes of stock entitled t;o vote, <.)r at 
least one of the other corporations. 

(4) The term “value” means, with respect to securities fothnr fliMn 
those of majority-owned subsidiaries) for which market onotM lions -n o 
readily available, the market value of such seemd ies ; amT v th 

tL hnavrfnf'? determined in good fa t’i ( v 

m, of directors, except that In the case of secairities <vf ma io -it - 

ovned subsidiaries which are investment companies such fair vihi/ 
not exceed market value or asset value, whichevef is &hLr. " 

fho T otbei teims shall have the same meaning as when ns(‘(I in 
the Investment Company Act of 1940, as amended 

menti o? sXSwbuflATd “®®te «‘® ro„uiro.. 

during a subsequent quarter between the value rf fts- v-n-ioL .scropan.-y 

and ^ch requirements unless such discrepancy exists iAnodPnom^^^^^ 
acquisition of any securitv or othpr , r ^^MiGdiately a U tn- lln* 

result of such acquismom\‘’LSfaCT^^^^^^^^ 

ments at the close of any quarter bv reoson nf p ^ ^ ‘ 

diately after the acquikiorof any secuA^ 

w’holly or partly the result of such Pi’opcfty whndi Ls 

lose its status for such quarter as a reOTlated^iuvpl-m^^^! auarter shall not 
discrepancy is eliminated wUhin 30 dl^s 

and m such cases it shall be considered to h«vp rnff 3 t ^ quart ch- 
the close of such quarter for purposes of aDulvIn^^thi^^*^^ I'equirements at 
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Secretary or his delepte not less tlian 60 days prior to tlie close of the 
taxable year of a registered management company, that such investment 
company is principally engaged in the furnishing of capital to other 
corporations which are principally engaged in the development or ex- 
ploitation of inventions, technological improvements, new processes, or 
products not previously generally available, such investment company 
may, in the computation of 50 percent of the value of its assets under 
subparagraph (A) of subsection (b) (4) for any quarter of such taxable 
year, include the value of any securities of an issuer, whether or not the 
investment company owns more than 10 percent of the outstanding voting 
securities of such issuer, the basis of which, when added to the basis of 
the investment company for securities of such issuer previously acquired, 
did not exceed 5 percent of the value of the total assets of the investment 
company at the time of the subsequent acquisition of securities. The 
preceding sentence shall not apply to the securities of an issuer if the 
investment company has continuously held any security of such issuer 
(or of any predecessor company of such issuer as determined under 
regulations prescribed by the Secretary or his delegate) for 10 or more 
years preceding such quarter of such taxable year. 

(2) Limitation. — The provisions of this subsection shall not apply 
at the close of any quarter of a taxable year to an investment company 
if at the close of such quarter more than 25 percent of the value of its 
total assets is represented by securities of issuers with respect to each 
of w^hich the investment company holds more than 10 percent of the 
outstanding voting securities of such issues and in respect of each of 
which or any predecessor thereof the investment company has continu- 
ously held any security for 10 or more years preceding such quarter 
unless the value of its total assets so repx-esented is reduced to 25 percent 
or less within 30 days after the close of such quarter. 

(3) Determination of status. — ^Por purposes of this subsection, un- 
less the Securities and Exchange Commission determines otherwise, a 
corporation shall be considered to be principally engaged in the develop- 
ment or exploitation of inventions, technological improvements, new 
processes, or products not previously generally available, for at least 10 
years after the date of the first acquisition of any security in such 
corporation or any predecessor thereof by such investment company if 
at the date of such acquisition the corporation or its predecessor was 
principally so engaged, and an investment company shall be considered 
at any date to be furnishing capital to any company whose securities it 
holds if wdthin 10 years prior to such date it has acquired any of such 
securities, or any securities surrendered in exchange therefor, from such 
other company or predecessor thereof. For purposes of the certification 
under this subsection, the Securities and Exchange Commission shall 
have authority to issue such rules, regulations and orders, and to conduct 
such investigations and hearings, either public or private, as it may deem 
appropriate. 

(4) Definitions. — ^The terms used in this subsection shall have the 
same meaning as in subsections (b) (4) and (c) of this section. 

§ 1.851—1 Defustition' of Eegijlated Investment Company. — (a) 
In general ’, — ^Tlie term “regulated investment company’’ is defined to 
mean any domestic corporation (other than a personal holding com- 
pany as defined in section 542) which meets (1) the requirement of 
section 851(a) and paragraph (b) of this section, and (2) the limita- 
tions of section 851 (b) and § 1.851-2. As to the definition of the term 
“corporation”, see section 7T01(a) (3). 

(b) Requirement, — To qualify as a regulated investment company, 
a corporation must be — 

(1) Eegistered at all times during the taxable year, under the In- 
vestment Company Act of 1940, as amended (54 Stat. 789; 15 U. S. C. 
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80 a-1 to 80 b-2) , either as a management company or a unit invest- 
ment trust, or 

(2) A common trust fund or similar fund excluded by section 
3(c)(3) of the Investment Company Act of 1940 (15 U. S. C. 80 
a-3(c)) from the definition of “investment company” and not in- 
cluded in the definition of “common trust fund” by section 584(a). 

§ 1.851-2 Limitations. — (a) Electiontolye aTegulatedinvestment 
company. — Under the provisions of section 851(b) (1), a corporation, 
even though it satisfies the other requirements of subchapter M of 
chapter 1 of the Internal Eevenue Code of 1954 for the taxable year, 
will not be considered a regulated investment company for such year, 
within the meaning of subchapter M, unless it elects to be a regulated 
investment company for such taxable year, or has made such an elec- 
tion for a previous taxable year which began after December 31, 1941. 
The election shall be made by the taxpayer by computing income as a 
regulated investment company in its return for the first taxable year 
for which the election is applicable. No other method of making such 
election is permitted. An election once made is irrevocable for such 
taxable year and all succeeding taxable years. 

(b) Gross income requirement, — Section 851(b)(2) and (3) pro- 
vides that (1) at least 90 percent of the corporation’s gross income for 
the taxable year must be derived from dividends, interest, and gains 
from the sale or other disposition of stocks or securities, and (2) less 
than 30 percent of its gross income must have been derived from the 
sale or other disposition of stock or securities held for less than three 
months. In determining the gross income requirements under section 
851(b) (2) and (3), a loss from the sale or other disposition of stock 
or securities does not enter into the computation. A determination of 
the period for which stock or securities have been held shall be gov- 
erned by the provisions of section 1223 insofar as applicable. 

(c) Diversification of investments. — (1) Subparagraph (A) of sec- 
tion 851 (b) (4) requires that at the close of each quarter of the taxable 
year at least 50 percent of the value of the total assets of the taxpayer 
corporation be represented by one or more of the following : 

(i) Cash and cash items, including receivables; 

( ii ) Government securities ; 

(iii) Securities of other regulated investment companies; or 

(iv) Securities (other than those described in subdivisions (ii) 
and (iii) of this subparagraph) of any one or more issuers which 
meet the following limitations: {a) The entire amount of the se- 
curities of the issuer owned by the taxpayer corporation is not 
greater in value than 5 percent of the value of the total assets of 
the taxpayer corporation, and (&) the entire amount of the se- 
curities of such issuer owned by the taxpayer corporation does 
not represent more than 10 percent of the outstanding voting se- 
curities of such issuer. For the modification of the percentage 
limitations applicable in the case of certain venture capital invest- 
ment comi^anies, see section 851(e) and § 1.851-6. 

Assuming that at least 50 percent of the value of the total assets of 
the corporation satisfies the requirements specified in this subpara- 
graph, and that the limiting provisions of subparagraph (B) of 
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section 851(b) (4) and subparagraph (2) of this i^aragraph are not 
violated, the corporation will satisfy the requirements of section 851 
(b) (4), notwithstanding that the remaining assets do not satisfy the 
diversification requirements of subparagraph (A) of section 851 (b) 
(4) . For example, a corporation may own all the stock of another cor- 
poration, providecl it otherwise meets the requirements of subpara- 
graphs (A) and (B) of section 851 (b) (4). 

. (2) Subparagraph (B) of section 851(b)(4) prohibits the invest- 
ment at the close of each quarter of the taxable year of more than 25 
percent of the value of the total assets of the corporation (including 
the 50 percent or more mentioned in siibparagraj)h (A) of section 
851(b) (4) ) in the securities (other than Government securities or the 
securities of other regulated investment companies) of any one issuer, 
or of two or more issuers which the taxpayer company controls and 
which are engaged in the same or similar trades or businesses or related 
trades or businesses, including such issuers as are merely a part of a 
unit contributing to the completion and sale of a product or the 
rendering of a particular service. Two or more issuers are not con- 
sidered as being in the same or similar trades or businesses merely 
because they are engaged in the broad field of manufacturing or of 
any other general classification of industry, but issuers shall be con- 
strued to be engaged in the same or similar trades or businesses if 
they are engaged in a distinct branch of business, trade, or manufac- 
ture in which they render the same kind of service or produce or 
deal in the same kind of product, and such service or products fulfill 
the same economic need. If two or more issuers procluct more than 
one product or render more than one type of service, then the chief 
product or service of each shall be the basis for determining whether 
they are in the same trade or business. 

§ 1.851-3 Eules Applicable to Section 851(b)(4). — In deter- 
mining the value of the taxpayer’s investment in the securities of any 
one issuer, for the purposes of subparagraph (B) of section 851(b)- 
(4) , there shall be included its proper proportion of the investment 
of any other corporation, a member of a controlled group, in the se- 
curities of such issuer. See example (4) in § 1.851-5. For purposes 
of §§ 1.851-2, 1.851-4, 1.851-5, and 1.851-6, the terms “controls”, “con- 
trolled group”, and “value” have the meaning assigned to them by 
section 851(c). All other terms used in such sections have the same 
meaning as when used in the Investment Company Act of 1940 (15 
U. S. 0., c. 2D) or that Act as amended. 

§ 1.851—4 Detekkination of Status. — ^With respect to the effect 
which certain discrepancies between the value of its various invest- 
ments and the requirements of section 851(b) (4) and § 1.851-2 (c), 
or the effect that the elimination of such discrepancies, will have on 
the status of a company as a regulated investment company for the 
purposes of subchapter M of chapter 1 of the Internal Eevenue Code 
of 1954, see section 851(d). A company claiming to be a regulated 
investment company shall keep sufficient records as to investments 
so as to be able to show that it has complied with the provisions of 
section 851 during the taxable year. Such records shall be kept at 
all times available for inspection by any internal revenue officer or 
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employee and shall be retained so long as the contents thereof may be- 
come material in the administration of any internal revenue law. 

§ 1.851-5 Examples. — The provisions of section 851 may be il- 
lustrated by the following examples : 

Example (i). Investment Company W at the close of its first 
quarter of the taxable year has its assets invested as follow^s : 

Percent 


Casli 5 

Government securities 10 

Securities of regulated investment companies 20 

Securities of Corporation A 10 

Securities of Coinoration B lo 

Securities of Corporation C 20 

Securities of various corporations (not exceeding 5 percent of its assets 
in any one company) 20 


Total 100 


Investment Company W owns all of the voting stock of Corporations 
A and B, 15 percent of the voting stock of Corporation C, and less 
than 10 percent of the voting stock of the other corporations. None 
of the corporations is a member of a controlled group. Investment 
Company W meets the requirements under section 851 (b) (4) at the 
end of its first quarter. It complies with subparagraph (A) of sec- 
tion 851(b) (4) since it has 55 percent of its assets invested as pro- 
vided in such subparagraph. It complies with subparagraph (B) of 
section 851(b) (4) since it does not have more than 25 percent oi its 
assets invested in the securities of any one issuer, or of two or more 
issuers which it controls. 

Example (2 ) . Investment Company V at the close of a particular 
quarter of the taxable year has its assets invested as follows : 

Percent 


Cash 10 

Government securities 35 

Securities of Corporation A 7 

Securities of Corporation B 12 

Securities of Corporation C 15 

Securities of Corporation D 21 


Total 100 


Investment Company V fails to meet the requirements of subpara- 
graph (A) of section 851(b)(4) since its assets invested in Cor- 
porations A, B, C, and D exceed in each ca«e 5 percent of the value 
of the total assets of the company at the close of the particular 
quarter. 

^ Example {S), Investment Company X at the close of the par- 
ticular quarter of the taxable year has its assets invested as f ollow^s : 

Percent 


Cash and Government securities 20 

Securities of Corporation A 5 

Securities of Corporation B 10 

Securities of Corporation 0 25 

Securities of various corporations (not exceeding 5 percent of its assets 
in any one company ) 40 


Total 100 
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Invesbnent Company X otos more than 20 percent of the voting 
ei ot Coi porations B and C and less than 10 percent of the Totini 
power ot all of tne other corporations. Corporation B manufactures 
raclios and Corporation C acts as its distributor and also distributes 
ladios lor otlier companies. Investment Companv X fails to meet 
the requirements of subparagrapli (B) of section 851(b) ( 4^ since it 
has 35 percent of its assets invested in the securities of tvo issuers 
wn.icli it controls and which are engaged in related trades or 
businesses. 

E xa'mple (4-) . Investment Company Y at the close of a particiih 
quarter of the taxable year has its assets invested as follows : 


■ir 


Pir:€nt 

Cash and Government securities 15 

Securities of Corporation K (a regulated investment company) SO 

Securities of Corporation A " XO 

Securities of Corporation B 20 


Securities of various corporations (not exceeding 5 percent of its assets 
in any one company) t 


Total 


100 


Corporation K lias 20 percent of its assets invested in Corporation L 
and Corporation L has 40 percent of its assets invested in Corpora- 
tion B. Corporation A also has 30 percent of its assets invested in 
Corporation B, and owns more than 20 percent of the voting power 
in Corporation B. Investment Company Y owns more than 20 per- 
cent of the voting powder of Corporations A and K. Corporation K 
owns more than 20 percent of the voting power of Corporation L. 
and Corporation L owns more than 20 percent of the voting power 
of Corporation B. Investment Company Y is disqualified under 
subparagraph (B) of section 851(b) (4) since more than 25 percent 
of its assets are considered invested in Corporation B as shown by 
the following calculation : 

Percentage of assets invested directly in Corporation B 20.0 

Percentage invested through the controlled group, Y-K-L-B (40 percent 

of 20 percent of 30 percent) 

Percentage invested in the controlled group, Y-A-B (30 percent of 10 
percent ) 


Total percentage of assets of Investment Company Y invested in 
Corporation 

Example (5) . Investment Company Z, which keeps its books and 
makes its returns on the basis of the caiendar year, at the ciose of the 
first quarter of 1955 meets the requirements of section 851(h) (p and 
has 20 percent of its assets invested in Corporation A. Later during 
the tasabie year its makes distributions to its shareholders and be- 
cause of such distributions it finds at the close of the taxable 
that it has more than 25 percent of its remaining assets invested m 
Corporation A. Investment Company Z does not lose its status as 
a regulated investment company for the taxable year 19oo becaiise 
of such distributions, nor will it lose its status as regulated in- 
vestment company for 1956 or any subsequent year solely as a result 
of such distributions. 

459586° — 58 IS 
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Example (6). Investment Company Q, wliich. keeps its books 
and makes its returns on the basis of a calendar 3 ^ear 5 at the close of 
the first quarter of 1955, meets the requirements of section 851 (b) (4) 
and has 20 percent of its assets invested in Corporation P. At the 
close of the taxable year 1955 it finds that it has more than 25 percent 
of its assets invested in Corporation P. This situation results en- 
tirely from fluctuations in the market values of the securities in In- 
vestment Company Q’s portfolio and is not due in whole or in pa^ 
to the acquisition of any security or other property. Corporation Q 
does not lose its status as a regulated investment company for the 
taxable year 1955 because of such fluctuations in the market values of 
the securities in its portfolio, nor will it lose its status as a regulated 
investment company for 1956 or any subsequent year solely as a 
result of such market value fluctuations. 

§ 1.851-6 Investment Companies Furnishing Capital to Fe- 
\"ELOPMENT Corporations. — (a) Qualifying requirements. — (1) Fi fhe 
case of a regulated investment company which furnishes capital to 
development corpoi’ations, section 851(e) provides an exception to the 
rule relating to the diversification of investments, made applicable to 
regulated investment companies by section 851(b) (4) (A). This ex- 
ception (as provided in paragraph (b) of this section) is available 
only to registered management investment companies which the Se- 
curities and Exchange Commission determines, in accordance with 
regulations issued by it, and certifies to the Secretary or his delegate, 
not less than 60 days before the close of the taxable year of such 
investment comf>any, to be principally engaged in the furnishing of 
capital to other corporations which are principally engaged in the 
development or exploitation of inventions, technological improve- 
ments, new processes, or products not previously generally available. 

(2) For the purpose of the aforementioned determination and cer- 
tification, unless the Securities and Exchange Comruission determines 
otherwise, a corporation shall be considered to be principally engaged 
in the development or exploitation of inventions, technological im- 
provements, new processes, or products not previously generally avail- 
able, for at least 10 years after the date of the first acquisition of any 
security in such corporation or any predecessor thereof by such invest- 
ment company if at the date of such acquisition the corporation or its 
predecessor was principally so engaged, and an investment company 
shall be considered at any date to be furnishing capital to any com- 
pany whose securities it holds if within 10 years before such date it 
had acquired any of such securities, or any securities surrendered in 
exchange therefor, from such other company or its predecessor. 

(b) lException to general rule. — (1) The registered management 
investment company, which for the taxable year meets the require- 
ments of paragraph (a) of this section, may (subject to the limita- 
tions of section 851(e)(2) and paragraph (c) of this section) in 
the computation of 50 jpercent of the value of its assets under section 
851(b) (4) (A) and § 1.851-2 (c) (1) for any quarter of such taxable 
year, include the value of any securities of an issuer (whether or not 
the investment company owns more than 10 percent of the outstanding 
voting securities of such issuer) if at the time of the latest acquisi- 

§ L851-6(a)(l) 



271 


tion of any securities of such issuer the basis of all such securities 
in the hands of the investment company does not exceed 5 percent 
of the value of the total assets of the investment company at that 
time. The exception provided by section 851(e) (ij and this sub- 
paragraph is not applicable to the securities of an issuer if the in- 
vestment company has continuously held any security of such issuer 
or of any predecessor company (as defined in paragraph (d) of this 
section) for 10 or more years preceding such quarter of the taxable 
year. The rule of section 851(e) (1) with respect to the relationship 
of the basis of the securities of an issuer to the value of the total 
assets of the investment company is, in substance, a qualification 
of the 5-percent limitation in section 851(b) (4) (A) (ii) and § 1.851- 
2(c) (1) (iv). All other provisions and requirements of section 851 
and §§ 1.851-1 through 1.851-6 are applicable in determining whether 
such registered management investment company qualifies as a reg- 
ulated investment company. 

(2) The application of subparagraph (1) of this paragraph may 
be illustrated by the following examples : 

Example (i). (i) The XYZ Corporation, a regulated invest- 

ment company, qualified under section 851(e) as an investment 
company furnishing capital to development corporations. On June 
30, 1954, the XYZ Corporation purchased 1,000 shares of the stock 
of the A Corporation at a cost of $30,000. On June 30, 1954, the 
value of the total assets of the XYZ Corporation was $1,000,000. 
Its investment in the stock of the A Corporation ($30,000) com- 
prised 3 percent of the value of its total assets, and it therefore met 
the requirements prescribed by section 851(b) (4) (A) (ii) as mod- 
ified by section 851(e) (1). 

(ii) On June 30, 1955, the value of the total assets of the XYZ 
Corporation was $1,500,000 and the 1,000 shares of stock of the A 
Corporation which the XYZ Corporation owned appreciated in 
value so that they were then worth $60,000. On that date, the XYZ 
Investment Company increased its investment in the stock of the 
A Corporation by the purchase of an additional 600 shares of that 
stock at a total cost of $30,000, The securities of the A Corporation 
owned by the XYZ Corporation had a value of $90,000 (6 percent 
of the value of the total assets of the XYZ Corporation) which 
exceeded the limit provided by section 851(b) (4) (A) (ii). How- 
ever, the investment of the XYZ Corporation in the A Corporation 
on June 30, 1955, qualified under section 851(b) (4) (A) as modified 
by section 851(e) (1), since the basis of those securities to the in- 
vestment company did not exceed 5 pei'cent of the value of its total 
assets as of June 30, 1955, illustrated as follows: 


Basis to the XYZ Corporation of the A Corporation’s stock acquired on 

June 80, 1954 $30,000 

Basis of the 500 shares of the A Corporation’s stock acquired by the 
XYZ Corporation on June 30, 1955 30,000 


Basis of all stock of A Corporation 

Basis of stock of A Corporation $60,000 

Value of XYZ Corporation’s total assets at June 30, $1,500,000 
1955, time of the latest acquisition. 


. . . . $60,000 
rr 4 percent 
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Example (2 ) . The same facts existed as in example ( 1 ) , except, 
that on June 30, 1955, the XYZ Corporation increased its invest- 
ment in the stock of the A Corporation by the purchase of an addi- 
tional 1,000 shares of that stock (instead of 500 shares) at a total 
cost of $60,000. No part of the investment of the XYZ Corporation 
in the A Corporation qualified under the 5-percent limitation P™" 
videcl by section 851(b) (4) (A) as modified by section 851(e) (1) , 
illustrated as follows : 

Basis to the XYZ Corporation of the 1,000 shares of the A Oorporation’.s 

Stock acquired on June 30, 1954 

Basis of the 1,000 shares of the A Corporation’s stock acquired on 
June 30, 1955 


Total $1)0,000 

Basis of stock of A Corporation $90,000 _ percen t 

Value of XYZ Corporation’s total assets at June 30, $1 , 500, 000 

1955, time of the latest acquisition. 

Example {S). The same facts existed as in example (2) and on 
June 30, 1956, the XYZ Corporation increased its investment in iho. 
stock of the A Corporation by the purchase of an additional 
shares of that stock at a total cost of $6,000. On June 30, 1956, tlu" 
value of the total assets of the XYZ Corporation was $2,000,000 a,n< I 
on that date the investment in the A Corporation qualified under* 
section 851(b) (4) (A) as modified by section 851(e) (1) illustrate<I 
as follows : 

Basis to the XYZ Corporation of investments in the A Corporation’s 


stock : 

1,000 shares acquired June 30, 1954 $30,00< ) 

1,000 shares acquired June 30, 1955 r>0,( )()< > 

100 shares acquired June 80, 1956 <5,000 


Total 

Basis of stock of A Corporation 


$90,000 


Value of XYZ Corporation’s total assets at June 30, 
1956, time of the latest acquisition. 


"$2,000,000 


, $ 00,000 
18 per < *011 < 


(c) Limitation , — Section 851(e) and this section do not apply in 
the quarterly computation of 50 percent of the value of the assote o f 
an investment company under subparagraph (A) of section 851 (b) (4) 
and § 1.851-2(c) (1) for any taxable year if at the close of any qiuii-ter 
of such taxable year more than 25 percent of the value of its total a,ssct.s 
(including the 50 percent or more mentioned in such subparagi-a-])h 
(A)) is represented by securities (other than Government socuritio.'-! 
or the securities of other regulated investment companies) of is.sixers 
as to each of which such investment company (1) holds more than 10 
percent of the outstanding voting securities of such issuer, and (2) 
has ccmtiiiiiously held any security of such issuer (or any security of 
a predecessor of such issuer) for 10 or more years preceding siicb 
quarter, unless the value of its total assets so represented is reduced 
to po p^oent or less within 30 days after the close of such quarter. 

company . — As used in section 851 (e) 
and this section, the term “predecessor company” means any coi’poni- 
tion the basis of whose securities in the hands of the investment 

§ 1.851-6(c) 



273 


company was, under the provisions of section 368 or corresponding 
provisions of prior law, the same in whole or in part as the basis of any 
of the securities of the issuer and any corporation with respect to 
whose securities any of the securities of the issuer were received 
directly or indirectly by the investment company in a transaction or 
series of transactions involving nonrecognition of gain or loss in 
whole or in part. The other terms used in this section have the same 
meaning as when used in section 861(b) (4). See §§ 1.851-2 (c) and 
1.851-3. 

§ 1.852 Stat-utoet Peovisions ; Taxation op Eegxjlated Invest- , 
MENT Companies and Theie Shaeeholders. 

SEC. 852. TAXATION OF REGULATED INVESTMENT COMPANIES 
AND THEIR SHAREHOLDERS. 

(a) Kequieements Applicable to Regulated Investment Companies.-— 

Tlie provisions of this subchapter shall not be applicable to a I'egulated 
investment company for a taxable year unless — 

(1) the deduction for dividends paid during the taxable year (as 
defined in section 561, but without regard to capital gains dividends) 
equals or exceeds 90 percent of its investment company taxable income 
for the taxable year (determined without regard to subsection (b) (2) 
;(!>)), and 

(2) the investment company complies for such year with regulations 
prescribed by the Secretary or his delegate for the purpose of ascertain- 
ing the actual ownership of its outstanding stock. 

,(b) Method oe Taxation op Companies and Shaeeholders. — 

(1) Imposition of normal tax and surtax on regulated invest- 
ment companies. — There is hereby imposed for each taxable year upon 
the investment company taxable income of every regulated investment 
company a normal tax and surtax computed as provided in section 11, 
as though the investment company taxable income were the taxable 
income referred to in section 11. For purposes of computing the normal 
tax under section 11, the taxable income and the dividends paid deduc- 
tion of such investment company for the taxable year (computed with- 
out regard to capital gains dividends) shall be reduced by the deduction 
provided by section 242 (relating to partially tax-exempt interest). 

(2) Investment company taxable income. — The investment company 
taxable income shall be the taxable income of the regulated investment 
company adjusted as follows ; 

(A) There shall be excluded the excess, if any, of the net long- 
term capital gain over the net short-term capital loss. 

(B) The net operating loss deduction provided in section 172 shall 

not be allowed. .r -r-rw , 

(0) The deductions for corporations provided in part Vlll (except 
section 248) in subchapter B (section 241 and following, relating to 
the deduction for dividends received, etc.) shall not be allowed. 

(D) The deduction for dividends paid (as defined in section 561) 

shall be allowed, but shall be computed without regard to capital gains 
dividends. , . 

(E) The taxable income shall be computed without regard to 
section 443(b) (relating to computation of tax on change of annual 
accounting period). 

(3) Capital gains. — 

(A) Imposition of tax.— There is hereby imposed for each tax- 
able year in the case of every regulated investment company a tax of 
25 percent of the excess, if any, of the net long-term capital gain over 
the sum of — 

(i) the net short-term capital loss, and ^ 

(ii) the deduction for dividends paid (as defined in section 561); 

determined with reference to capital gains dividends only. 
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(B) TeEATMENT of capital gain DmDENDS BY SHAEEHOLDEES. — 

A capital gain dividend shall be treated by the shareholders as a gain 
from the sale or exchange of a capital asset held for more than 6 months. 

(C) Definition of capital gain dividend. — capital gain dividend 
means any dividend, or part thereof, which is designated by the com- 
pany as a capital gain dividend in a written notice mailed to its 
shareholders not later than 30 daj^s after the close of its taxable year. 

If the aggregate amount so designated with respect to a taxable year 
of the company (including capital gains dividends paid after the close 
of the taxable j^ear described in section 855) is greater than the excess 
of the net long-term capital gain over the net short-term capital loss 
of the taxable year, the portion of each distribution v/hich sliall be 
a capital gain dividend shall be only that proportion of the amount 
so designated which such excess of the net long-term capital gain 
over the net short-term capital loss bears to the aggregate amount so 
designated. 

(c) Eaenings and Profits. — The earnings and profits of a regulated 
investment company for any taxable year (but not its accumulated earnings 
and profits) shall not be reduced by any amount which is not allowable 
as a deduction in computing its taxable income for such taxable year. 

§ 1.852-1 Taxation op Regulated Investment Companies. — (a) 
Bequirements applioahle thereto. — Section 852(a) denies the applica- 
tion of the provisions of subchapter M to a regulated investment 
company for a taxable year unless — 

(1) The deduction for dividends paid for the taxable year as 
defined in section 561 (computed without regard to capital gains 
dividends) is equal to at least 90 percent of its investment com- 
pany taxable income for such taxable year (determined with- 
out regard to the provisions of section 852(b)(2)(D) and 
§ 1.852-3 (d)); and 

^ (2) The company complies for such taxable year with the pro- 
visions of § 1.852-6 (relating to records required to be maintained 
by a regulated investment company). 

See section 853(b) (1) (B) and § 1.853-2(a) for amounts to be added 
to the dividend paid deduction, and section 855 and § 1.855-1, relating 
to dividends paid after the close of the taxable year. 

(b) Failure to qualify. — If a regulated investment company does 
not meet the requirements of section 852(a) and paragraph (a) of 
this section for the taxable year, it will, even though it may otherwise 
be classified as a regulated investment company, be taxed in such year 
as an ordinary corporation and not as a regulated investment com- 
pany. In such case, none of the provisions of subchapter M will be 
applicable to it. 

§ 1.852-2 Method oe Taxation of Regulated Investment Com- 
panies. — (a) Imposition of normal tcm and surtax. — Section 
852(b)(1) imposes a normal tax and surtax, computed at the rates 
and in the manner prescribed in section 11, on the investment com- 
pany taxable income, as defined in section 852(b) (2) and § 1.852—3, 
for each taxable year of a regulated investment company. The tax: 
is imposed as if the investment company taxable income were the 
taxable income referred to in section 11. In computing the normal 
tax under section 11, the regulated investment company’s taxable 
income and the dividends paid deduction (computed without regard 
to the capital gains dividends) shall both be reduced by the deduction 
for partially tax-exempt interest provided by section 242. 
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(b) Tcmation of capital gaim. — Section 
of 25 percent for each taxable year on the if 

long-term capital gain of a regulated invejtine;.: . _ 

sum of its net short-term capital loss and its cl!' ! i ' i : 
paid (as defined in section 561) determined v,-;:;. 
gains dividends only. For the definition of caT.>:t;.i 
paid by a regulated investment company, see itr..:': .;. 
and § 1.852— i(b) . See section 855 and § 1.555-1 re’i-.'.i: 
paid after the close of the taxable year. 


Ill H'Ct 


§ 1.852-3 Investsient Compaxt Tax-iblx Iv 
852 (b) ( 2 ) requires certain adjustments to be ma le to 
income of the investment company to investmci-t , 
income, as follows : 

(a) The excess, if any, of the net long-term capita 
net short-term capital loss shall be excluded : _ 

(b) The net operating loss deduction provided i 
not be allowed ; 

(c) The special deductions provided in part VIII o: 

B (except the deduction under section 215) |iuiH me 
Those not allowed are the deduction for piariially tax-.rx- 
provided by section 242, the deductions for divider.-L- i 
vided by sections 243, 244, and 245, and the deduct ; 
dividends paid provided by section 247. Ho%vever. t. 
provided by section 248 (relating to orgamzar.oim. ext- 
otherwise allowable in computing taxable income, smui u.-a-- - r 
allowed in computing the investment company taxatj.e 1 :.' ) : -'2 
section 852(b)(1) and § 1.852-2(a) (1) for _tmum«'.t oi jee . 
tion for partially tax-exempt mterest (provided bv .. - t- - 

purposes of computing the normal tax under sejioi ... ^ _ 

^ ('cB The deduction for dividends paid ) as defined ... rr..., - ■ 
shall be allowed, but shall be computed withom rtgu 1 ■; 

gains dividends (as defined in section 802 (b) (3) . C ) auu ^ - - 

^^(e)’ TU taxable income shall be comimted without re^ndte.- 
finii 44 ^rb^ Thus, the taxable income tor a perio«! of it r- i** 
months shall not be placed on an annual basis even thouirn .ac.: .... 
toS % results W a change of acconntmg pei -ed. ^ 

§ 1.852-4 Method or Ta^iox OF 

Investment Companies. ^ , tpd mve^tment compiiiiV -hv.l ■ 

ing dividends from a r^gnlated investmeny^^^^ 
such dividends in ( 3 ) (B). sWeliolders of ;t r. evnei 

received. Under ® canikl gain diridena-. ;r. it -!* 

investment for a taxaih y.-c 

of the capital gams of a . ^ yp gg a regulatepl - 
which it is taxable niid •j.„i <rain dividends as gUii/- si.,’*- 

company, shall treat ^c P more than six ni'-i.- n- 

sale or exchange of capital as^t| hei 1.853-2f hi an! 1.' • 
(2) See section 853(b) ( 2 ) ana y received ir.K. o 

for the treatment by joJ ^as made an election nu.U r y; 

latecl investment company . credit. Sec .stnui-n 

853(a) with respect to the t e, ^ 1 . 552 - 1 ( 3 ) 


Er> 


C2) 
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§§ 1.854-1 throiigli 1.854-3 for limitations applicable to dividends 
received from regulated investment companies for the purpose of the 
credit under section 34, the exclusion from gross income under section 
116, and the deduction under section 243. See section 855 (b) and (d) , 
and § 1.855-1 (c) and (f), for treatment by shareholders of dividends 
paid by a regulated Investment company after the close of the taxable 
3 ^ear in the case of an election under section 855(a) . 

(b) Definition of capital- gain dividend , — A capital gain dividend, 
as defined in section 852 (b) (3) (C), is any dividend or part thereof 
which is designated by a regulated investment company as a capital 
gain dividend in a written notice mailed to its shareholders not later 
than 30 days after the close of its taxable year. If the aggregate 
amount so designated with respect to the taxable year (including 
capital gain dividend shall be only that proportion of the amount 
suant to an election under section 855) is greater than the excess of 
the net long-term capital gain over the net short-term capital loss of 
the taxable year, the portion of each distribution which shall be a 
capital gain dividend shall be only that proportion o fthe amount 
so designated which such excess of the net long-term capital gain 
over the net short-term capital loss bears to the aggregate amount so 
designated. For example, a regulated investment company making 
its return on the calendar year basis advised its shareholders by^ 
written notice mailed December 30, 1955, that of a distribution of 
$500,000 made December 15, 1955, $200,000 constituted a capital gain 
dividend, amounting to $2 per share.- It was later discovered that 
an error had been made in determining the excess of the net long-term 
capital gain over the net short-term capital loss of the taxable year 
and that such excess was $100,000 instead of $200,000. In such case 
each shareholder would have received a capital gain dividend of $1 
per share instead of $2 per share. 

§ 1.852-5 Eakkixgs and Profits of A Eegitlated Investment 
Company. — In the determination of the earnings and profits of a reg- 
ulated investment company, section 852 (c) provides that such earnings 
and profits for any taxable year (but not the accumulated earnings and 
profits) shall not be reduced by any amount which is not allowable as 
a deduction in computing its taxable income for the taxable j^ear. 
Thus, if a corporation would have had earnings and profits of $500,000 
for the taxable year except for the fact that it had a net capital loss of 
$100,000, which amount was not deductible in determining its taxable 
income, its earnings and profits for that year if it is a regulated invest- 
ment company would be $500,000. If the regulated investment com- 
pany had no accumulated earnings and profits at the beginning of the 
taxable year, in determining its accumulated earnings and profits as of 
the beginning of the following taxable year, the earnings and profits 
for the taxable year to be considered in such computation would 
amount to $400,000 assuming that there had been no distribution from 
such earnings and profits. If distributions had been made in the tax- 
able year in the amount of the earnings and profits then available for 
distribution, $500,000, the corporation would have as of the beginning 
of the following taxable year neither accumulated earnings and profits 
nor a deficit in accumulated earnings and profits, and would begin 
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such year with its paid-in capital pduced by $100,000^ an amount equal 
to the excess of the $500,000 distributed over the $400,000 accumulated 
earnings and profits which would otherwise have been carried into 
the following taxable year. 

§ 1.852—6 Records To Be Kept eok Purpose oe DETERMiisriNG 
Whether a Corporation Claiming To Be a Regulated Investment 
Company Is a Personal Holding Company. — (a) Every regulated 
investment company shall maintain in the internal revenue district 
in which it is required to file its income tax return permanent records 
showing the information relative to the actual owners of its stock con- 
tained in the written statements required by this section to be de- 
manded from the shareholders. The actual owner of stock includes the 
person who is^ required to include in gross income in his return the 
dividends received on the stock. Such records shall be kept at all times 
available for inspection by any internal revenue officer or employee, 
and shall be retained so long as the contents thereof may become ma- 
terial in the administration of any internal revenue law. 

(b) For the purpose of determining whether a domestic corporation 
claiming to be a regulated investment company is a personal holding 
company as defined in section 542, the permanent records of the com- 
pany shall show the maximum number of shares of the corporation 
(including the number and face value of securities convertible into 
stock of the corporation) to be considered as actually or constructively 
owned by each of the actual owners of any of its stock at any time dur- 
ing the last half of the corporation’s taxable year, as provided in 
section 544. 

(c) Statements setting forth the information (required by para- 
gra.ph (b) of this section) shall be demanded not later than 30 days 
after the close of the corporation’s taxable year as follows : 

(1) In the case of a corporation having 2,000 or more record 
owners of its stock on any dividend record date, from each record 
holder of 5 percent or more of its stock ; or 

(2) In the case of a corporation having less than 2,000 and more 
than 200 record owners of its stock, on any dividend record date, 
from each record holder of 1 percent or more of its stock; or 

(3) In the case of a corporation having 200 or less record owners 
of its stock, on any dividend record date, from eac hrecord holder 
of one-half of 1 percent or more of its stock. 

When making demand for the written statements required of each 
shareholder by this paragraph, the company shall inform each of 
the shareholders of his duty to submit as a part of his income tax 
return the statements which are required by § 1.852-7 if he fails or 
refuses to comply with such demand. A list of the persons failing 
or refusing to comply in whole or in part with a company’s demand 
shall be maintained as a part of its record required by this section. 
A company which fails to keep such records to show the actual owner- 
ship of its outstanding stock as are required by this section shall be 
taxable as an ordinary corporation and not as a regulated investment 
company. 

§ 1.852-7 Additional Information Required in Returns of 
Shareholders.— Any person who fails or refuses to comply with 
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tlie demand of a regulated investment company for the written 
statements which § 1.852-6 requires the company to demand from 
its shareholders shall submit as a part of his income tax return a 
statement showing, to the best of his knowledge and belief — 

(a) The number of shares actually owned by him at any and all 
times during the period for which the return is filed in any company 
claiming to be a regulated investment company ; 

(b) The dates of acquisition of any such stock during such period 
and the names and addresses of persons from whom it was acquii'ed; 

(c) The dates of disposition of any such stock during such period 
and the names and addresses of the transferee thereof ; 

(d) The names and addresses of the members of his family (as 
defined in section 54:4 (a) (2) ; the names and addresses of his part- 
ners, if any, in any partnership ; and the maximum number of shares, 
if any, actually owned by each in any corporation claiming to be a 
regulated investment company, at any time during the last half of 
the taxable year of such company; 

(e) The names and addresses of any corporation, partnership, 
association, or trust in which he had a beneficial interest to the extent 
of at least 10 percent at any time during the period for which such 
return is made, and the number of shares of any corporation claiming 
to be regulated investment company actually owned by each ; 

(f) The maximum number of shares (including the number and 
face value of securities convertible into stock of the corporation) in 
any domestic corporation claiming to be a regulated investment com- 
pany to be considered as constructively owned by such individual at 
any time during the last half of the corporation’s taxable year, as 
provided in section 544 and the regulations thereunder ; and 

(g) The amount and date of receipt of each dividend received dur- 
ing such period from every corporation claiming to be a regulated 
investment company. 

§ 1.852-8 In-formation' Eetxjrns. — ^Nothing in §§ 1.852-6 and 
1.852-7 shall be construed to relieve regulated investment companies 
or their shareholders from the duty of filing information returns re- 
quired by regulations prescribed under the provisions of subchapter 
A of chapter 61. 

§ 1.853 Statutory Provision's; Foreign Tax Credit Allowed to 
Shareholders. 

SEC. S53. foueign tax credit allowed to shareholders, 

(a) Generai Rule. — A regulated investment company — 

(1) more than 50 percent of the value (as defined in section 851 (c) (4) 
of whose total assets at the close of the taxable year consists of stock 
or securities in foreign corporations, and 

(2) which meets the requirements of section 852(a) for the taxable 
year, 

may, for such taxable year, elect the application of this section with respect 
to income, war profits, and excess profits taxes described in section 901 
(b)(1), which are paid by the investment company during such taxable 
year to foreign countries and possessions of the United States. 

(b) Effect of Election.— I f the election provided in subsection (a) is 
effective for a taxable year — 

(1) the regulated investment company — 

(A) shall not, with respect to such taxable year, be allowed a 
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deduction under section 164(a) or a credit under section 901 for taxes 
to which subsection (a) is applicable, and 

(B) shall be allowed as an addition to the dividends paid deduction 
for such taxable year the amount of such taxes ; 

(2) each shareholder of such investment company shall — 

(A) include in gross income and treat as paid by him his propor- 
tionate share of such taxes, and 

(B) treat as gross income from sources within the respective 
foreign countries and possessions of the United States, for purposes 
of applying subpart A of part III of subchapter N, the sum of his 
proportionate share of such taxes and the portion of any dividend 
paid by such investment company which represents income derived 
from sources within foreign countries or possessions of the United 
States. 

(c) Notice to Shaeeholdebs. — The amounts to be treated by the share- 
holder, for purposes of subsection (b)2, as his proportionate share of — 

(1) taxes paid to any foreign country or possession of the United 
States, and 

(2) gross income derived from sources within any foreign country or 
possession of the United States, 

shall not exceed the amounts so designated by the company in a written 
notice mailed to its shareholders not later than 30 days after the close of 
its taxable year. 

(d) Manner of Making Election and Notifying Shareholders. — The 
election provided in subsection (a) and the notice to shareholders required 
by subsection (c) shall be made in such manner as the Secretary or his 
delegate may prescribe by regulations. 

(e) Cross References. — 

(1) For treatment by shareholders of taxes paid to foreign countries 
and possessions of the United States, see section 164(a) and section 901. 

(2) For definition of foreign corporation, see section 7701(a) (5). 

§ 1.853-1 Foreign Tax Credit Allowed to Shareholders. — (a) 
general , — Under section 853, a regulated investment company, 
UTieeting the requirements set forth in section 853(a) and paragraph 
(b) of this section, may make an election with respect to the income, 
war-profits, and excess profits taxes described in section 901(b) (1) 
which it pays to foreign countries or possessions of the United. States 
during the taxable year, including such taxes as are deemed paid by it 
ULiider the provisions of any income tax convention to which the United 
States is a party. If an election is made, the shareholders of the regu- 
lated investment company shall apply their proportionate share of 
such foreign taxes paid, or deemed to have been paid by it pursuant to 
any income tax convention, as either a credit (under section 901) or 
as a deduction (under section 164(a) ) as provided by section 853(b) 
(2) and § 1.853-2 (b). The election is not applicable with respect to 
t axes deemed to have been paid under section 902 (relating to the cx'edit 
allowed to corporate stockholders of a foreign corporation for taxes 
paid by such foreign corporation) . 

(b) Requmments , — To qualify for the election provided in section 
853 (a) 5 a regulated investment comj)any (1) must have more than 
50 percent of the value of its total assets, at the close of the taxable year 
Tor which the election is made, invested in stocks and securities of 
foreign corporations, and (2) must also, for that year, comply with the 
requirements prescribed in section 852(a) and § 1.852-1 ( a). ^ The 
term “value”, for purposes of the first requirement, is defined in sec- 
tion 851 (c) (4) . For the definition of foreign corporation, see section 
7701(a) 
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§ 1.853-2 Efitect of Electioi^. — (a) Regulated investment com- 
pany , — A regulated investment company making a valid election with 
respect to a taxable .year under the provisions of section 853(a) is, 
for such year, denied both the deduction for foreign taxes provided 
by section 164 (a) and the credit for foreign taxes provided by section 
901 with respect to all income, war-profits, and excess profits taxes 
(described in section 901(b)(1)) which it has paid to^any foreign 
country or possession of the United States. See section 853 (b) (1) (A). 
However, under section 853(b) (1) (B) the regulated investment com- 
pany is permitted to add the amount of such foreign taxes paid to its 
dividends paid deduction for that taxable year. See § 1.852-1 (a) . 

(b) 8haveholde7 \ — Under section 853(b)(2) , a shareholder of an 
investment company, which has made the election under section 853, 
is, in effect, placed in the same position as a person directly owning 
stock in foreign corporations, in that he must include in liis gross in- 
come (in addition to taxable dividends actually received) his propor- 
tionate share of such foreign taxes paid and must treat such amount 
as foreign taxes paid by him for the purposes of the deduction under 
section 164(a) and the credit under section 901. For such purposes 
he must treat as gross income from a foreign country or possession 
of the United States (1) his proportionate share of the taxes paid 
by the regulated investment company to such foreign country or 
possession and (2) the portion of any dividend paid by the invest- 
ment company which represents income derived from such sources. 

(c) Dividends paid after the close of the taxable year , — For addi- 
tional rules applicable to certain distributions made after the close 
of the taxable year which may be designated as income received from 
sources within and taxes paid to foreign countries or possessions of the 
United States, see section 855(d) and § 1.855-1 (f). 

(d) Example , — This section may be illustrated as follows: 

(1) The X Corporation, a regulated investment company, has 
total assets, at the close of the taxable year, of $10 million invested 
as follows : 


Domestic corporations $4,000,000 

Foreign corporations in : 

Country A $3,500,000 

CountiT B 2,500,000 

6,000,000 


Total assets $10,000,000 

(2) The dividend income of X Corporation is received from the 
following sources : 

Domestic corporations $300,000 

Foreign corporations : 

Country A $250,000 

Country B 250,000 

500,000 


Total dividend income $800,000 

Operation and management expenses 80,000 


Net dividend income $720,000 
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Taxes withheld by Country A on dividends of $250,000 at a 

rate of 10 percent $25,000 

Taxes withheld by Country B on dividends of $250,000 at a 
rate of 20 percent 50,000 


Total foreign taxes withheld 75,000 


Income available for distribution $045,000 


(3) X Corporation has 250,000 shares of common stock outstand- 
ing and distributes the entire $645,000 as a dividend of $2.58 per 
share of stock. 

(4) The X Corporation meets the 50 percent requirement of 
section 851(b) (4) and the requirements of section 852(a). It notifies 
each sharehokter by mail, within the time prescribed by section 
853(c), that by reason of the election they are to treat as foreign 
taxes paid $0.30 per share of stock ($75,000 of foreign taxes paid, 
divided by the 250,000 shares of stock outstanding) , of which $0.20 
represents taxes paid to Country B and $0.10 taxes paid to Country 
A. The shareholders must report as income $2.88 per share ($2.58 
of dividends actually received plus the $0.30 representing foreign 
taxes paid). Of the $2.88 per share, $1.80 per share ($450,000 
(which represents such part of the net dividend income of $720,000 
as the foreign dividend income of $500,000 bears to the total dividend 
income of $800,000) divided by 250,000 shares) is to be considered 
as received from foreign sources. Ninety cents is to be considered 
as received from Country A, and ninety cents from Country B. 

§ 1.853-3 Notice to Shareholders. — If a regulated investment 
company makes an election under section 853(a) , in the manner pro- 
vided in § 1.853-4, the investment company is required, under section 
353 (c) 5 to furnish its shareholders with a written notice mailed not less 
than 30 days after the close of its taxable year. The notice must des- 
ignate the shareholder’s portion of foreign taxes paid to each such 
country or possession and the portion of the dividend which represents 
income derived from sources within each such country or possession. 
For purposes of section 853(b) (2) and § 1.853-2 (b) , the amount that 
a shareholder may treat as his proportionate share of foreign taxes 
paid and the amount to be included as gross income derived from any 
foreign country or possession of the United States shall not exceed the 
amounts so designated by the company in such written notice. If, 
however, the amount designated by the comiiany in the notice exceeds 
the shareholder’s proper proportionate share of foreign taxes or gross 
income from sources within any foreign country or possession, the 
shareholder is limited to the amount correctly ascertained. 

§ 1.853-4 Manner oe Making Eleotion.^ — (a) General rule , — ^A 
regulated investment company, to make a valid election under section 
353, must — 

(1) File with Form 1099 and Fornci 1096 a statement as part of its 
return which sets forth the following information : 

(i) The total amount of income received from sources within 
foreign countries and possessions of the United States ; 
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(ii) The total amount of income, war-profits, or excess profits 
taxes (described in section 901(b)(1)) paid, or deemed to have 
been paid under the provisions of any treaty to which the United 
States is a party, to such foreign countries or possessions; 

(iii) The date, form, and contents of the notice to its share- 
holders ; 

(iv) The proportionate share of such taxes paid during the 
taxable year and foreign income received during such year attrib- 
utable to one share of stock of the regulated investment company ; 

and 

(2) File as part of its return for the taxable year a Form 1118 
modified so that it becomes a statement in support of the election 
made by a regulated investment company for taxes paid to a foreign 
country or a possession of the United States. 

(b) Irrevocability of the election . — ^The election is applicable only 
with respect to taxable years subject to the Internal Eeveiiue Code 
of 1954, shall be made with respect to all such foreign taxes, and must 
be made not later than the time prescribed for filing the return (in- 
cluding extensions thereof) . Such election, if made, shall be irrevoca- 
ble with respect to the dividend (or portion thereof) , and the foreign 
taxes paid with respect thereto, to which the election applies. 

§ 1.854 Statutory Provisions ; Limitations Applicable to Div- 
idends Eeceived From Eegulated Investment Company. 

SEC. 854. LIMITATIONS APPLICABLE TO DIVIDENDS RECEIVED 
FROM REGULATED INVESTMENT COMPANY. 

(a) Capital Gain Dividend, — For purposes of section 34 (a) (relating 
to credit for dividends received by individuals), section 116 (relating to 
an exclusion for dividends received by individuals), and section 243 (re- 
lating to deductions for dividends received by corporations), a capital gain 
dividend (as defined in section 852(b)(3)) received from a regulated in- 
vestment company shall not be considered as a dividend. 

(b) Other Dividends. — 

(1) General rule. — In the case of a dividend received from a regu- 
lated investment company (other than a dividend to which subsection 
(a) applies) — 

(A) if such investment company meets the requirements of section 
852(a) for the taxable year during which it paid such dividends ; and 

(B) the aggregate dividends received by such company during such 
taxable year are less than 75 percent of its gross income, 

then, in computing the credit under section 34(a), the exclusion under 
section 116, and the deduction under section 243, there shall be taken 
into account only that portion of the dividend which bears the same 
ratio to the amount of such dividend as the aggregate dividends received 
by such company during such taxable year bear to its gross income for 
such taxable year. 

(2) Notice to shareholders. — ^The amount of any distribution by a 
regulated investment company which may be taken into account as a divi- 
dend for purposes of the credit under section 34, the exclusion under 
section 116, and the deduction under section 243 shall not exceed the 
amount so designated by the company in a written notice to its share- 
holders mailed not later than 30 days after the close of its taxable year. 

(3) Definitions. — For purposes of this subsection — 

(A) The term “gross income” does not include gain from the sale 
or other disposition of stock or securities. 

(B) The term “aggregate dividends received” includes only divi- 
dends received from domestic corporations other than dividends de- 
scribed in section 116(b) (relating to dividends excluded from gross 
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incoroe). In determining the amount of any dividend for purposes 
of this subparagraph, the rules provided in section 116(c) (relating 
to certain distributions) shall apply. 

§ 1.854-1 Limitations Applicable to Dividends Received From 
Regulated Investment Company. — (a) In general, — Section 854 pro- 
vides special limitations applicable to dividends received from a regu- 
lated investment comjiany for purposes of the credit under section 34 
and. the exclusion under section 116 for dividends received by 
individuals, and the deduction under section 243 for dividends 
received by corporations. 

(b) Capital gain dividend, — Under the provisions of section 
854(a) a capital gain dividend as defined in section 852(b) (3) and 
§ 1.852-4 (b) shall not be considered a dividend for purposes of the 
credit under section 34, the exclusion under section 116, or the deduc- 
tion under section 243. 

(c) Rule for dividends other than capital gain dividends, — (1) 
Section 854(b) (1) limits the amount that may be treated as a dividend 
(other than a capital gain dividend) by the shareholder of a I'egu- 
lated investment company, for the purposes of the credit', exclusion, 
and deduction specified in paragraiih (b) of this section, where the 
investment company receives substantial amounts of income (such 
as interest, etc.) from sources other than dividends from domestic 
corporations, which dividends qualify for the exclusion under section 
116. 

(2) Where the ^^aggregate dividends received’’ (as defined in 
section 854(b) (S^B) and § 1.854-3(b)) during the taxable year 
by a regulated investment company (which meets the require- 
ments of section 852(a) and § 1.852-l(a) for the taxable year during 
which it paid such dividend) are less than 75 percent of its gross in- 
come for such taxable year (as defined in section 854(b) (3) (A) and 
§ 1.854-3 ( a) ) , only that portion of the dividend paid by the regulated 
investment company which bears the same ratio to the amount of 
such dividend paid as the aggregate dividends received by the regu- 
lated investment company, during the taxable year, bears to its gross 
income for such taxable year (computed without regard to gains from 
the sale or other disposition of stocks or securities) may be treated as a 
dividend for purposes of such credit, exclusion, and deduction. 

(3) Subparagraph (2) of this paragraph may be illustrated by 
the following example : 

Example. The X YZ regulated investment company meets the re- 
quirements of section 852(a) for the taxable year and has received 

income from the following sources : 


Capital gains (from the sale of stock or securities) $100,000 

Dividends (from domestic sources other than dividends described in 

section 116(b)) 70,000 

Dividend (from foreign corporations) 5,000 

Interest 25,000 


Total $200,000 

Expenses 20,000 


Taxable income $180,000 
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The regulated investment company decides to distribute the entire 
$180,000. It distributes a capital gain dividend of $100,000 and a 
dividend of ordinary income of $80,000. The aggregate dividends re- 
ceived by the regulated investment company from domestic corpora- 
tions ($70,000) is less than 75 percent of its gross income ($100,000) 
computed without regard to capital gains from sales of securities. 
Therefore, an apportionment is required. Since $70,000 is 70 percent 
of $100,000, out of every $1 dividend of ordinaiy income paid by the 
regulated investment company only cents would be available for 
the credit, exclusion, or deduction referred to in section 851 (b) (1). 
The capital gains dividend and the dividend received from foreign 
corporations are excluded from the computation. 

(d) Dividends received from a regulated investment company dur- 
ing taxable years of shareholders ending after July 81^ and sub-^ 
ject to the Internal Revenue Code of 1939, — For the application of 
section 854 to taxable years of shareholders of a regulated investment 
company ending after July 31, 1954, and subject to the Internal lleve- 
nue Code of 1939, see § 1.34-5 and § 1.116-2. 

§ 1.854—2 Notice to Shareholders. — Section 854(b) (2) jmovides 
that the amount that a shareholder may treat as a dividend for pur- 
poses of the credit for dividends received by individuals provided 
by section 34(a), the exclusion for dividends received by individuals 
provided by section 116, and the deduction for dividends received by 
corporations provided by section 243, shall not exceed the amount so 
designated by the company in a wxitten notice to its shareholders 
mailed not later than 30 days after the close of the company’s tipable 
year. If, however, the amount so designated by the company in the 
notice exceeds the amount which may be treated by the shareholder 
as a dividend for such purposes, the shareholder is limited to the 
amount as correctly ascertained under section 854(b) (1) and 
§ 1.854-1 (c). 

§ 1.854—3 Defixitiohs. — (a) For the purpose of computing the 
limitation prescribed by section 854(b) (1) (B) and § 1.854— 1(c), the 
term “gross income” does not include gain from the sale or other dis- 
position of stock or securities. However, capital gains arising from 
the sale or other disposition of capital assets, other than stock or se- 
curities, shall not be excluded from gross income for this purpose. 

(b) The term “aggregate dividends received” includes only divi- 
dends received from domestic corporations other than dividends de- 
scribed in section 116(b) (relating to dividends not eligible for ex- 
clusion from gross income). Accordingly, dividends received from 
foreign corporations will not be included in the computation of 
^haggregate dividends received”. In determining the amount of any 
dividend for purposes of this section, the rules provided in section 
116(c) (relating to certain distributions) shall apply. 
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§ 1.855 Statutory Provisions ; Dividends Paid by Eegulated In- 
TOSTMENT Company After Close op Taxable Year. 

SBC. 855. DIVIDENDS PAID BY EEGULATED INVESTMENT COM- 
PANY AFTER CLOSE OF TAXABLE YEAR. 

(a) General Rule. — For purposes of this chapter, if a regulated invest- 
ment company — 

(1) declares a dividend prior to the time prescribed by law for the 
filing of its return for a taxable year (including the period of any exten- 
sion of time granted for filing such return), and 

(2) distributes the amount of such dividend to shareholders in the 
12-month period following the close of such taxable year and not later 
than the date of the first regular dividend payment made after such 
declaration, 

the amount so declared and distributed shall, to the extent the company 
elects in such return in accordance with regulations prescribed by the 
Secretary or his delegate, be considered as having been paid during such 
taxable year, except as provided in subsections (b), (c) and (d). 

(b) Receipt by Shareholdee. — Amounts to which subsection (a) is 
applicable shall be treated as received by the shareholder in the taxable 
year in which the distribution is made. 

(c) Notice to Shareholders. — In the case of amounts to which sub- 
section (a) is applicable, any notice to shareholders required under this 
sub chapter with respect to such amounts shall be made not later than 30 
days after the close of the taxable year in which the distribution is made. 

(d) Foreign Tax Election. — If an investment company to which section 
853 is applicable for the taxable year makes a distribution as provided in 
subsection (a) of this section, the shareholders shall consider the amounts 
described in section 853 (b)(2) allocable to such distribution as paid or 
received, as the case may be, in the taxable year in which the distribution 
is made. 

§ 1.855-1 Dividends Paid by Eegulated Investment Company 
After Close of TaXx\ble Year. — (a) General rule, — In — 

(1) Determining under section 852(a) and § 1.852— 1(a) whether 

the deduction for dividends paid during the taxable year (without 
regard to capital gain dividends) by a regulated investment com- 
pany equals or exceeds 90 percent of its investment company taxable 
income (determined without regard to the provisions of section 
852(b)(2)(D)), _ , 

(2) Computing its investment company taxable income (under 
section 852(b) (2) and § 1.852-3), and 

(3) Determining the amount of capital gain dividends (as de- 
fined in section 852(b)(3) and § 1,852-4 (b)) paid during the 
taxable year, 

any dividend (or portion thereof) declared by the investment com- 
pany either before or after the close of the taxable year but in any 
event before the time prescribed by lav" for the filing of its return 
for the taxable year (including the period of any extension of time 
granted for filing such return) shall, to the extent the company so 
elects in such return, be treated as having been paid during such tax- 
able year. This rule is applicable only if the entire amount of such 
dividend is actually distributed to the shareholders in the 12-month 
period following the close of such taxable year and not later than 
the date of the first regular dividend payment made after such 
declaration. 

(b) Election— {!) Method of making election, — The election must 
be made in the return filed by the company for the taxable year. 

439586°-58 19 g L855-l(b) (1) 
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The election shall be made by the taxpayer (the regulated iiivest- 
ment company) by treating the dpidend (or portion 
’(vhich such election applies as a diviclend paid duiing the t.u u 
year in computing its investment company taxable income, oi il le 
dividend (or portion thereof) to which such election applies is_ o 
be designated by the company as a capital gain dividend, m coinputing 
the amount of capital gain dividends paid during such taxaliic yeai. 
The election provided in section 855(a) may be made only to the 
extent that the earnings and profits of the taxable year (comimuHl 
with the application of section 852(c) and § 1.852—5) exceed tlie tot al 
amount of distributions out of such earnings and profits acxua liy 
during the taxable year (not including distributions 'With respect to 
which an election has been made for a prior year under section 
855(a) ). The dividend or portion thereof, with respect to which tiie 
regulated investment company has made a valid election under sec- 
tion 855(a), shall be considered as paid out of the earnings and profits 
of the taxable year for which such election is made, and not <>ut ot 
the earnings and jirofits of the taxable year in which the distribution 
is actually made. 

(2) IrrevocaMlity of the election . — ^After the expiration of the 1 nne 
for filing the return for the taxable year for which an election^ is 
made under section 855(a), such election shall be irrevocable witli 
respect to the dividend or portion thereof to which it applies. ^ 

(c) Receipt iy shareholders . — Under section 855(b), the dividend 
or portion thereof, with respect to which a valid election has becni 
made, will be includible in the gross income of the shareliolders of 
the regulated investment company for the taxable year in which fhe 
dividend is received by them. 

(cl) Exa^nples . — The application of paragraphs (a), (b),an(l (e) 
of this section may be illustrated by the following examples : 

Emrn pie {1 ) . The X Company, a regulated investment company, 
had taxable income (and earnings or profits) for the calendar year 
1951 of $100,000. During that year the company distrilnitx^'d to 
shareholders taxable dividends aggregating $88,()()(). On Ma rch 10, 
1955. the company declared a dividend of $37,000 payable to share- 
holders on March 20, 1955. Such dividend consisted of the first 
regular quarterly dividend for 1955 of $25,000 plus an additional 
$12,000 representing that part of the taxable income for 1951- wliicli 
was not distributed in 1954. On March 16, 1955, the X Compa/ny 
filed its Federal income tax return and elected therein to trmit 
$12,000 of the total dividend of $37,000 to be paid to shareholders 
on March 20, 1955, as having been paid during the taxable yea,r lf)54. 
Assuming that the X Company actually distributed tlie entire 
amount of the dividend of $37,000 on March 20, 1955, an amonnt 
equal to $12,000 thereof will be treated for the purposes of scad* ion 
S52(a) as having been paid during the taxable year 1954. Such 
aiimunt ($12,000) will be considered by the X Company as a dis- 
tribution out of the earnings and profits for the taxable year 1954, 
and will be treated by the shareholders as a taxable dividend for 
tlie taxable year in which such distribution is received by them. 

‘ X Company, a regulated investment comr>n ny, 
had taxable income (and earnings or profits) for the calendar yeat’ 

§ L855^1(b)(2) 
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1954 of $100,000, and for 1955 taxable income (and earnings or 
profits) of $125,000. On January 1, 1954, the company had a deficit 
in its earnings and profits accumulated since February 28, 1913, of 
$115,000. During the year 1954 the company distributed to share- 
holders taxable dividends aggregating $85,000. On March 5, 1955, 
the company declared a dividend of $65,000 payable to shareholders 
on March 31, 1955. On March 15, 1955, the Y Company filed its 
Federal income tax return in which it included $40,000 of the total 
dividend of $65,000 payable to shareholders on March 31, 1955, as a 
dividend paid by it during the taxable year 1954. On March 31, 
1955, the Y Company distributed the entire amount of the dividend 
of $65,000 declared on March 5, 1955. The election under section 
855 (a) is valid only to the extent of $16,000, the amount of the un- 
distributed earnings and profits for 1954 ($100,000 earnings and 
profits less $85,000 distributed during 1954). The remainder 
($50,000) of the $65,000 dividend paid on March 31, 1955, could not 
be the subject of an election, and such amount will be regarded as 
a distribution by the Y Company out of earnings and profits for 
the taxable year 1955. Assuming that the only other distribution 
by the Y Company during 1955 was a distribution of $75,000 paid 
as a dividend on October 31, 1955, the total amount of the dis- 
tribution of $65,000 paid on March 31, 1965, is to be treated by the 
shareholders as taxable dividends for the taxable year in which such 
dividend is received. The Y Company will treat the amount of 
$15,000 as a distribution of the earnings or profits of the company 
for the taxable year 1964, and the remaining $50,000 as a distribu- 
tion of the earnings or profits for the year 1955, The distribution 
of $75,000 on October 31, 1955, is, of course, a taxable dividend 
out of the earnings and profits for the year 1955. 

(e) Notice to shareholders . — Section 855(c) provides that in the 
case of dividends, with respect to which a regulated investment com- 
pany has made an election under section 855(a), any notice to share- 
holders required under subchapter M, with respect to such amounts, 
shall be made not later than 30 days after the close of the taxable year 
in which the distribution is made. Thus, the notice requirements of 
section 862(b) (3) (C) and § 1.852~4(b) with respect to capital gain 
dividends, section 863(c) and § 1.853--3 with respect to allowance to 
shareholder of foreign tax credit, and section 854(b) (2) and § 1.854-2 
with respect to the amount of a distribution which may be treated 
as a dividend, may be satisfied with respect to amounts to which sec- 
tion 856(a) and this section apply if the notice relating to such 
amounts is mailed to the shareholders not later than 30 days after the 
close of the taxable year in which the distribution is made. If the 
notice under section 855 (c) relates to an election with respect to any 
capital gain dividends, such capital gain dividends shall be aggre- 
gated by the investment company with the designated capital gain 
dividends actually paid during the taxable year to which the election 
applies (not including such dividends with respect to which an elec- 
tion has been made for a prior year under section 855) for the purpose 
of determining whether the aggregate of the designated capital gain 
dividends with respect to such taxable year of the company is greater 
than the excess of the net long-term capital gain over the net short- 
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term capital loss of tlie company. See section 852(b) (3) (C) and 
§ 1.852-4 (b). 

(f) Foreign tax election. — Section 855(d) provides that in the 
case of an election made under section 853 (relating to foreign taxes), 
the shareholder of the investment company shall consider the foreign 
income received, and the foreign tax paid, as received and^ paid, re- 
spectively, in the shareholder’s taxable year in which distribution is 
made. 

Tax Based on Income feom Soubces Within ob Without the United States 
DETERMINATION OF SOURCES OF INCOME 

§ 1.861 Statutory Provisions; Income From Sources Within 
THE United States. 

SEC. 861. INCOME PROM SOURCES WITHIN THE UNITED STATES. 

(a) Geoss Income From Sources Within United States. — The 
ing items of gross income shall be treated as income from sources witnin 
the United States: , 

(1) Interest. — Interest from the United States, any Territory, 

cal subdivision of a Territory, or the District of Columbia, and interest 
on bonds, notes, or other interest-bearing obligations of residents, corpo- 
rate or otherwise, not including — ir-no- 

(A) interest on deposits with persons carrying on the banKinfe 

business paid to persons not engaged in business within the unitea 
States, . .. . 

(B) interest received from a resident alien individual, a resident 
foreign corporation, or a domestic corporation, when it is shOTm to 
the satisfaction of the Secretary or his delegate that less than 20 per- 
cent of the gross income of such resident payor or domestic corporation 
has been derived from sources within the United States, as determined 
under the provisions of this part, for the 3-year period ending witn 
the close of the taxable 5 ’ear of such payor preceding the payment oi 
such interest, or for such part of such period as may be applicable, ana 

(0 ) income derived by a foreign central bank of issue from hankers 
acceptances. 

(2) Dividends. — The amount received as dividends — ^ 

(A) from a domestic corporation other than a corporation entitlea 
to the benefits of section 931, and other than a corporation less than 
20 percent of whose gross income is shown to the satisfaction of the 
Secretary or his delegate to have been derived from sources ^ within 
the United States, as determined under the provisions of this part, 
for the 3-year period ending with the close of the taxable year of such 
corporation preceding the declaration of such dividends (or for such 
part of such period as the corporation has been in existence) , or 

(B) from a foreign corporation unless less than 50 percent of the 
gross income of such foreign coi-poration for the 3-year period ending 
with the close of its taxable year preceding the declaration of such 
dividends (or for such part of such period as the corporation has been 
in existence) was derived from sources within the United States as 
determined under the provisions of this part ; but only in an amount 
which hears the same ratio to such dividends as the gross income of 
the corporation for such period derived from sources within the United 
States bears to its gross income from all sources ; but dividends from 
a foreign corporation shall, for purposes of subpart A of part III 
(relating to foreign tax credit), be treated as income from sources 
without the United States to the extent exceeding the amount of the 
deduction allowable under section 245 in respect of such dividends, 

(3) Personae services. — Compensation for labor or personal services 
performed in the United States; except that compensation for labor or 
services performed in the United States shall not be deemed to be income 
from sources within the United States if-— ■ 
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(A) the labor or services are performed by a nonresident alien 
individnal temporarily present in the United States for a period or 
periods not exceeding a total of 90 days during the taxable year, 

(B) such compensation does not exceed $3,000 in the aggregate, 
and 

(0) the compensation is for labor or services performed as an 
employee of or under a contract with — 

(i) a nonresident alien, foreign partnership, or foreign corpora- 
tion, not engaged in trade or business within the United States, or 

(ii) a domestic corporation, if such labor or services are per- 
formed for an office or place of business maintained in a foreign 
country or in a possession of the United States by such corporation. 

(4) Rentals and eoyalties. — Rentals or royalties from property 
located in the United States or from any Interest in such property, in- 
cluding rentals or royalties for the use of or for the privilege of using 
in the United States patents, copyrights, secret processes and formulas, 
good will, trade-marks, trade brands, franchises, and other like property. 

(5) Sale of eeal pboperty. — Gains, profits, and income from the sale 
of real property located in the United States. 

(6) Sale of personal property. — Gains, profits, and income derived 
from the purchase of personal property without the United States (other 
than within a possession of the United States) and its sale within the 
United States. 

(b) Taxable Income From Sources Within United States. — ^Prom the 
items of gross income specified in subsection (a) as being income from 
sources within the United States there shall be deducted the expenses, losses, 
and other deductions properly apportioned or allocated thereto and a ratable 
part of any expenses, losses, or other deductions which cannot definitely be 
allocated to some item or class of gross income. The remainder, if any, 
shall be included in full as taxable income from sources within the United 
States. 

§ 1.861-1 Ii^coME From Sources Within the United States. — 
(a) Categories of income, — Sections 861 to 864:, inclusive, and tlie 
regulations thereunder, determine the sources of income for purposes 
of the income tax. These sections explicitly allocate certain impor- 
tant sources of income to the United States or to areas outside the 
United States, as the case may be; and, with respect to the remaining 
income (particularly that derived partty from sources within and 
partly from sources without the United States) , authorize the Secre- 
tary or his delegate to determine the income derived from sources 
within the United States, either by rules of separate allocation or by 
processes or formulas of general apportionment. The statute provides 
for the following three categories of income : 

(1) Within the United States, — The gross income from sources 
within the United States, consisting of the items of gross income 
specified in section 861 (a) plus the items of gross income al- 
located or apportioned to such sources in accordance with section 
863 (a). See §§ 1.861-2 to 1.861--7, inclusive, and § 1.863-1. The 
taxable income from sources within the United States, in the case 
of such income, shall be determined by deducting therefrom, in 
accordance with sections 861 (b) and 863 (a), the expenses, losses, 
and other deductions properly apportioned or allocated thereto 
and a ratable part of any other expenses, losses, or deductions which 
cannot definitely be allocated to some item or class of gross income. 
See §§ 1.861-8 and 1.863-1. 

(2) Without the United States, — The gross income from sources 
without the United States, consisting of the items of gross income 

§ 1.861-1 (a) 
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specified in section 862 (a) plus the items of gross income allocated 
or apportioned to such sources in accordance with section 863 (a). 
See §§ 1.862-1 and 1.863-1. The taxable income from sources with- 
out the Unitecl States, in the case of such income, shall be determined 
by deducting therefrom, in accordance with sections 862 (b) and 
863 (a), the expenses, losses, and other deductions properly appor- 
tioned or allocated thereto and a ratable part of any other expenses, 
losses, or deductions which cannot definitely be allocated to some 
item or class of gross income. See §§ 1.862-1 and 1.863-1. 

(3) Partly loithin and partly loithout the United States. — The 
gross income derived from sources partly within and partly without 
the United States, consisting of the items specified in section 863(b) 
i l), (2), and (3). The taxable income allocated or apportioned to 
sources within the United States, in the case of such income, shall 
be determined in accordance with section 863 (a) or (b). See 
§§ 1.863-2 to 1.863-5, inclusive. 

(b) Tcwcable income from somces loithin the United States. — The 
taxable income from sources within the United States shall consist 
of ilie taxable income described in paragraph (a) (1) of this section 
plus the taxable income allocated or apportioned to such sources, as 
imlicated in paragraph ^(a) (3) of this section. 

( c) C amputation of income. — If a taxpayer has gross income from 
:?oiirces within or without the United States, together with gross in- 
come derived partly from sources within and partly from soui^ces 
V itlioiit the United States, the amounts thereof, together with the ex- 
penses and investment applicable thereto, shall be segreg'ated ; and the 
taxable income from sources within the United States shall be sepa- 
rately computed therefrom. ^ 


Interest.— (a) There shall be included in the 

income from sources withm the United States all interest re- 

from the United States, any 
subdivision of a Territory, or the District olf 
b/w rf’ , 'v f f notes, or other interest-bearing obli- 

deposits with persons, including 
iiil 1 . ly tneiships, or corporations, carrying on the baiilv- 

engaged in business^wifbin the United 

re^iiifTlIL^inSnJr'”^ «5»;<>«<?.--Interest received from a 

corporation, or a 

district dh’ector (or ' if m satisfaction of the 

Operation^) thL l?4 than 90 n^^^^^^^ International 

resident pavm- m doine.H. i f income of such 

sources within the United Statis^^n^Tf derived from 

visions of sections 861 to 884 . in V determined under the pro- 

nndcr, L S 8 jear regulations thVe- 

Tear of the paver whicY orL^f.^f the taxable 
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bank of issue from bankers’ acceptances. A forei^^rn \ 

of issue means a bank wMcL. is by la^r or govern:': A.: sune::'::;: ■ 
jpriiicipal authority, other than the gOTernnient irseif. L.- 

strimients intended to circulate as currency. Sue:: : 

generally the custodians of the banking reserves of their r. o: " 

(b) Interest on refunds . — Interest received front the Fnin.' i ^ 
on a refund of Federal income taxes constitutes incorna fr:t:t vv::: •- 
within the United States. 

( c ) S tatement with return . — Any taxpayer vno exelnaes f n^":n n: ^ *• 
income items of the type specified in paragraph la) An c: • 
of this section shall file with his return a statement setting fv/n.. n.' 
amount of such income and such informatioii as rnay be :tece-s::ry 'a, 
show that the income is of the type specified therein. 


-Gross incoin 


denned by s: 




.il! 




§ 1,861—3 Dividends. — (a) General 
within the United States includes dividends 
and the regulations thereunder, from— 

(1) Domestic corf oration. — A cloinestic i 
one entitled to the benefits of section 9S1, an , . , . 

tion less than 20 percent of the gross income cu wnmn 
to the satisfaction of the district director (or. it -Phyfy' 'fy,,/ 
Director of International Operations) to have oeen 
sources within the United States, as Ctetermuit^cl . 
visions of sections 861 to 861, inclusive._pd tne regnruA.)... 
under, for the 3-year period ending with 
year of such corporation preceding the c.ecIaratioii of y 

S br sucli pah of such period as the corporanon h.. V.- 

Foreign corporation.— A ioreipi corporatioii ■ • 

50 percent of its gross income for 
the close of its taxable g 

dividends, or for such part of such Pf; 'y-gVgygyt: 
ence, was derived from Ad tohk ineksive. 

mined under the provisions of sectio - tAinomix vdiidfi hears 

the I’eg’^l^tions thereunde^ bu 1 ^ ,, ,,, 

the same ratio to such l™o1irees wiiiiin iLe r: ,'. . 

poration for such period “p so-.-rces. Hove 

States bears to its irclusire. and tiie iv- ta:; n- 

purposes of sections 901 to 90o,^ , 

thereunder, f pg tkared as income from soiircr? v---.- 

foreign corporation sha , ' n exceeclirs th^' aiuomii y'- 

out & umted Stotes to of such .hvcuu: u. 

deduction aUowablc ""'i®'- mil lie treated af irai osc 

(b) Presumption as to souice. (except for parpcsc' ;-: - - 

from sources withm the ^^^ go^jlatioas thereunder t iime?- v- i 

tions 901 to 905, data to estatesh m t a. 

taxpayer submits with h _ if applicable, tne Lttet ac . c ^ 

satisfaction of the f inVeordance with r.r.ru-’.ara . ; _ 

International Operations) ’ income from soiiicte * * 

(1) or (2) of this section, they are 

ithe United States. g l.S61-3Cb> 
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§ 1.861-4 Compensation for Labor or Personal Services. — (a) 
General. — Gross income from sources within the United States in- 
cludes compensation for labor or personal services performed in the 
United States regardless of the residence of the payer, of the place in 
which the contract for service vras made, or of the place of payment ; 
except that such compensation shall be deemed not to be income from 
sources within the United States, if — 

(1) The labor or services are performed by a nonresident alien 
individual temporarily present in the United States for a period or 
periods not exceeding a total of 90 days during the taxable year ; 

(2) The compensation does not exceed $3,000 in the aggregate; 
and 

(3) The compensation is for labor or services performed as an 
employee of, or under a contract with, — 

(i) A nonresident alien, foreign partnership, or foreign cor- 
poration, not engaged in trade or business within the United 
States, or 

(ii) A domestic corporation, if the labor or services are per- 
formed for an office or place of business maintained in a foreign 
country or in a possession of the United States by that corporation. 

(b) Amount includihle in gross income. — If a specific amount is 
paid for labor or personal services performed in the United States, 
that amount (if income from sources within the United States) sliall 
be hicluded in the gross income. If no accurate allocation or seg;re- 
gation of compensation for labor or personal services performed in 
the United States can be made, or when such labor or service is per- 
formed partly within and partly without the United States, the 
amount to be included in the gross income shall be determined by an 
apportionment on the time basis; that is, there shall be included in 
the gross income an amount which bears the same relation to the total 
compensation as the number of days of performance of the labor or 
services within the United States bears to the total number of days of 
performance of labor or services for which the payment is made, 

(c) Coastwise ^ travel. — Except as to income excluded by paragraxili 
(a) of this section, wages received for services rendered inside the 
territorial limits of the United States and wages of an alien seaman 
earned on a coastwise vessel are to be regarded as from sources witliin 
the United States. 


§ 1.861—5 Rentals and Royalties. — Gross income from sources 
within the United^ States includes rentals or royalties from property 
located in the United States or from any interest in such property, 
including lentals or royalties for the use of, or for the privilege of 
using, in the United States, patents, copyrights, secret processes and. 
lormiiias, goodwm, trade-marks, trade brands, franchises, and other 
1 ^ arising from the rental of property, 

whether tangible or intangible, located within the United States, or 
from the use of property, whether tangible or intangible, within the 
United States, is from sources within the United States. 

Peopertt.— Gross income from sources 
Tf inm mcludes gain, computed under the provisions 

of section 1001 and the regulations thereunder, derived from the sale 

§ 1.861-4(a) 
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or other disposition of real property located in the United States. For 
the treatment of capital gains and losses, see sections 1201 to 12115 
inclusive, and the regulations thereunder. 

§ 1.861-7 Sale of Personal Property. — (a) General. — Gains, 
profits, and income derived from the purchase and sale of i)ersonal 
property shall be treated as derived entirely from the country in which 
the property is sold. Thus, gross income from sources within the 
United States includes gains, profits, and income derived from the 
purchase of personal property without the United States and its sale 
within the United States. 

(b) Purchase loithin a possession. — Notwithstanding paragraph 
(a) of this section, income derived from the purchase of personal prop- 
erty within a possession of the United States and its sale within 
the United States shall be treated as derived partly from sources 
within and partly from sources without the United States. See section 
863(b)(3) and § 1.863-2. 

(c) Country in lohich sold. — For the puri>oses of sections 861 to 864, 
inclusive, and the regulations thereunder, a sale of personal property 
is consummated at the time when, and the place where, the rights, title, 
and interest of the seller in the property are transferred to the buyer. 
Wliere bare legal title is retainecl by the seller, the sale shall be deemed 
to have occurred at the time and place of passage to the buyer of bene- 
ficial ownership and the risk of loss. However, in any case in which 
the sales transaction is arranged in a particular manner for the pri- 
.mary purpose of tax avoidance, the foregoing rules will not be applied. 
In such cases, all factors of the transaction, such as negotiations, the 
execution of the agreement, the location of the property, and the place 
of payment, will be considered, and the sale will be treated as having 
been consummated at the place where the substance of the sale occurred. 

(d) Production and sale.—Por provisions respecting the source of 
income derived from the sale of personal i^roperty produced by the 
taxpayer, see section 863 (b) (2) and §§ 1.863-1 (b) and 1.863-2. 

(e) Section SOS stock. — For determining the source of gain on the 
disposition of section 306 stock, see section 306 (f ) and the regulations 
thereunder. 

§ 1.861-8 Computation of Taxable Income From Sources Within 
THE United States. — (a) General. — From the items of gross income 
specified in §§ 1.861-2 to 1.861-7, inclusive, as being income from 
sources within the United States there shall be deducted the expenses, 
losses, and other deductions properly ap|)ortioned or allocated thereto 
and a ratable part of any other expenses, losses, or deductions which 
cannot definitely be allocated to some item or class of gross income. 
The remainder, if any, shall be included in full as taxable income from 
sources within the United States. The ratable part is based upon the 
ratio of gross income from sources within the United States to the 
total gross income. 

Emample. A taxpayer engaged in trade or business receives for 

the taxable year gross income from all sources in the amount of 

§. 1.861-8(a) 
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($36,000) is from sources -within the 
united btates, computed as follows; 

IMvTdendfon stoek^of domestic corporation !f0,000 

01 a domestic corporation 4 000 

Ga?n ftom’''sale United States of patents ! !.’.’;!!!’.!!!! ! 12!ooo 

sale of leal property located within the United States 11,000 

$36,000 

TTntfPf?*^^to^f5^^ ° §ross income is from sources without the 
tix'mw?w ff® determined under § 1.862-1. The expenses of the 
amount of <fi« amount to $78,000. Of these expenses the 

within i-ha -n is properly allocated to income from sources 
allocnted States, and the amount of $40,000 is properly 

remainrlAr nf sources without the United States. The 

nnv'itom n ^ ®^Psiises ($30,000) cannot be definitely allocated to 
SSon ^ income. A ratable part thereof, based 

S?afPB fn gross income from sources within the United 

taxable total gross income, shall be deducted in computing 

Se rlpdr^eteT^ United States. Thus, there 

theTTniteri $36,000 of gross income from sources within 

nronerll o ^ expenses amounting to $14,000, representing $8,000 

Etates income from sources within the United 

definhel^^^ b!^’^?° expenses (one-fifth thereof) which cannot 

remainrlPT. Aioo^oom^*^ item or class of gross income. The 

United States taxable income from sources within the 

emmion^^a^n!!^ deductions for the personal ex- 

aceminf f nV -m section 151 or 642(b) shall not be taken into 

lowed ae de/li eposes of paragraph (a) of this section but shall be al- 
and fo*^fhe exf e-.J+ the taxable income computed thereunder, if 
comnutincr fbe deductions are allowable for purposes of 

Ss ifl^ f come of the taxpayer. See sections 641 (b) , 

^ ?c? ^’^cl 931(e) and the regulations thereunder, 

of a, co,St?/£,f deductions allowed in the case 
tax expirint inf c ^ section 241 (relating to the deductions for partially 
to^Wpi?n -Rei^^ i’ ^^^/clends received, etc.), section 922 (relating 
to OhSa T?aT corporations) , and section 941 (relating 

mirnocpL^ be taken into account fo? 

purposes of paragraph (a) of this section. 

tion for di^mnnnt^nf deduction shall be allowed under this see- 
claiS of Pxpmnf ^Ln a “ thereof allocable to a class or 

under. ^ ^ come. See section 265 and the regulations there- 

rai I-OOM F»>m SOO.CKS WiTHowr 

SBC. 862. SOUECBS WITHOUT THE UNITED 

(a) Geoss Income Feoxi Soubces Without United States— The fm 

oTttVoSw iSt“ T“ "o” source. mS: 

StttU S'SfefS So*flk7.Hlj f”” “"«» ’'Ithlu .he nmtea 

§ 1.861-8 (b) 



295 


(2) clivitlends other than those derived from sources within the 
United States as provided in section 861(a) (2) ; 

(3) compensation for labor or personal services performed without 
the United States ; 

(4) rentals or royalties from property located without the United 
States or from any interest in such property, including rentals or royalties 
for the use of or for the privilege of using without the United States 
patents, copyrights, secret processes and formulas, good will, trade-marks, 
trade brands, franchises, and other like properties ; 

(o) gains, profits, and income from the sale of real property located 
without the United States ; and 

(6) gains, profits, and income derived from the purchase of personal 
property within the United States and its sale without the United States, 
(b) Taxable Income Feom Sources Without United States. — Prom the 
items of gross income specified in subsection (a) there shall be deducted 
the expenses, losses, and other deductions properly apportioned or allocated 
thereto, and a ratable part of any expenses, losses, or other deductions which 
cannot definitely he allocated to some item or class of gross income. The 
remainder, if any, shall be treated in full as taxable income from sources 
without the United States. 

§ 1.862-1 IisrcoME Specificallt From Sources Without the 
pr^iTED States. — (a) Gross income. — ^The following items of gross 
income shall be treated as income from sources without the United 
States : 

(1) Interest other than that specified in section 861(a)(1) as 
being derived from sources within the United States; 

(2) Dividends other than those derived from sources within the 
United States as provided in section 861(a) (2) ; 

(3) ComjDensation for labor or personal services iierformed 
without the United States (for the treatment of compensation 
for labor or personal services performed partly within the United 
States and partly without the United States, see paragraph (b) 
of § 1.861-4) ; 

(4) Eentals or royalties from property located without the 
United States or from any interest in such property, including 
rentals or royalties for the use of, or for the privilege of using, 
without the United States, patents, copyrights, secret processes 
and formulas, good will, trade-marks, trade brands, franchises, 
and other like property ; 

(5) Gains, profits, and income from the sale of real property 
located without the United States; and 

(6) Gains, profits, and income derived from the purchase of 
personal property within the United States and its sale without 
the United States. Income derived from the purchase of personal 
property within the United States and its sale within a possession 
of the United States shall be treated as derived entirely from 
within that possession of the United States. For determining the 
time and place of sale of personal property for purposes of this 
subparagraph see paragraph (c) of § 1.861—7. 

(b) Taxable income . — ^The taxable income from sources without 
the United States, in the case of the items of gross income specified 
in paragraph (a) of this section, shall be determined on the same 
basis as that used in § 1.861-8 for determining the taxable income from 
sources within the United States. 

§ 1.862«-l(b) 
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§ 1.863 Statxttory Provisions; Items Not SrEciFUii) in Section 

861 OR 862. 

SEC. S63. ITEMS NOT SPECIFIED IN SECTION 801 011 802. 

(a) Allocation Undee Regulations. — Items of gross income, oNponsos, 
losses, and deductions, other than those specified in sections SGI (a) and 
S62(a), shall be allocated or apportioned to sources within or without 
United States, under regulations prescribed by the Secretary or his dt'legale. 
Where items of gross income are separately allocated to sources within t he 
United States, there shall he deducted (for the purpose of eoin|)uti ng tlu' 
taxable income therefrom) the expenses, losses, and other deductions 
properly apportioned or allocated thereto and a ratable part of otluu* < ex- 
penses, losses, or other deductions which cannot definitely he allocated to 
some item or class of gross income. The remainder, if any, sludl l>e in- 
cluded in full as taxable income from sources within the United Statos. 

(b) Income Paetly Feom Within and Partly Froim Without 'rinc 
United States. — In the case of gross income derived from sources ]>artly 
within and partly without the United States, the taxable income may first he 
computed by deducting the expenses, losses, or other deductions api)ortioned 
or allocated thereto and a ratable part of any expenses, losses, or other 
deductions which cannot definitelj^ be allocated to some item or cdass of 
poss income; and the portion of such taxable income attrihutahle to 
sources within the United States may be determined by processes or formiilns 
of general apportionment prescribed by the Secretary or his delegate. 
Gains, profits, and income — 

(1) from transportation or other services rendered partly within and 
partly without the United States, 

(2) from the sale of personal property produced ( in whole or in part) 
by the taxpayer within and sold without the United States, or jirodiK'ed 
(m whole or in part) by the taxpayer without and sold within the UnitcMl 
otates, or 

derived from the purchase of personal property within a pos- 
h! United States and its sale within the United State.s, 

derived partly from sources within and partly from 
sources without the United States. 

AI^'^'^ation OE Gross Income Under Section 863(a) . — 
ipction^QRi t income other than those specihed in 
^ to 1.861-7, inclusive) and section 8C2(a) 

withnntTil apportioned to sources within or 

Up ^ Isfio provided in section 863(a) ; however, 

see § 1.863-2 for alternative method of determining the taxable in- 

or operatloir^ income derived from the ownership 

w tTmbe? located UithU deposit, 

P^oXcer of thfnrUSUt^^ United States, and from the sale by the 

S all orcXiai United Stntes, 

United XateU If the 

district director Cor if satisfaction of the 

er^tions) thS dirto the^?eX^^^ the Director of International Op- 
in a specific offS othefreas^^^^^^^^^ production and sale 
derived therefrom sliould he income 

States an apportionment thereof tX!? sources within the United 
and to sources without the United United States 

by section 863(b) and § 1.863-2. ^ made as provided 

(c) Taxable income . — ^The taxaWo .t 

g taxable income from sources within or 
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without tlic IJnil.,cd^ States, iix the case of the items of gross income 
allocated under section 8(>J{(a), shall be determined on the same basis 
as that used in § I.Std-H for detei-iuining the taxable income from 
sources witliin tlie United States. See also paragraph (b) of 
§ 1 . 802 - 1 . 


§ i.8(h‘>-2 iNOoM'n Dnuivni) I.'^aktly Fkom Sources Within and 
Partly h'uojM Soinaacs Without the United States. — (a) Gen- 

0faL-^ Section 8(>:)(1)) jU’ovides an alternative method for determin- 

in<r the taxalih^ iiu'cnu", from souices within the United States in the 
case ot gross iiaauiu^ (hu'ived from sources partly within and partly 
without Ihe United States. Under this method the entire taxable 
inconK‘- in tb(‘ (‘as(' of such income is iirst determined by deducting 
the exiHMises, losses, or ot her <leduet ions properly apportioned or allo- 
cated thereto and a ratabk^ part of any other expenses, losses, or de- 
ductions which <'annot definitely be allocated to some item or class of 
oTOSS ineonux lluni, pin\suant to processes or formulas of general 
apport ionnunt. prescribed by the Secretary or his delegate, a portion 
of siudi ent iri' taxable in<‘<)!ne is determined as being attributable to 
sour(‘es within the United States. Thus, the income treated as de- 
rived |>art !v from soinces within and partly from sources without the 
IJnitexl States may be allocated to sources within or without the 
*Unil(‘<1 States pursuant, to § l.SGrVl or apportioned to such sources 
in. acaairdanei^, willi the method described in t.his section. ^ 

(b) ApplUuiblc The income to which this section applies 

(‘uul whi<‘h is treated as dcu-ived partly from sources within and 
paUly from sonires without the United States) shall consist of gams, 
pi'ofits, aiul inconu' — 

( 1 ) l.'roin ( raiisportal ion or oIIkm- services rendered partly witlun 

and paH.ly witluHil tlio llniled Slates; 

(2) I.’i-otn llu‘. sale of [X'rsonal property produced (in whole or 

in pai't ) by fl“‘- t:ix|>!> vcr within and sold without the United States, 
or ]H-odm'ed (in whble, or in part) by the taxpayer without and 
sold williin the Unitwl States; or ^ -.t 

(;n I)i‘rived from the pnrdiaso of personal property within a 
possession of the Uniled States and its sale within the United 


(’of 7 v-A'rr/i/a’.~-For id location or apportionment under 

S l.iSrtV-d or this seetion in the case, of the principal items to which 
this section !i|)i>lies, set'. §§ i.8(i;5— 1>, 1.8(i;}-4, and 1.&63-5. 

S 1 Hthl-b I N (lOM E Ifia >M Tt I E Sai-e oe Fekson al Proiusety Derived 
Pauti’v h'uoM Within and Partrt From 'Without the United 

Q,,, . ( \ (Aru‘rnl .~-{^ ) (Umm^s of micowic.— I ncome from the sale 

L lliSa. (b) b) ...d (3) of § 1.863-2 appl.K 

is (livi 1 (h 1 into t wo classes for purposes of this section, nmnely, inborn® 
as derived partly from sources within the United 
Statues and iiartly from sources within a foreign country, and 
?,!,kh is IvLbsl .1.S clmvo,! partly, from sources mHim the Uu ed 
States ami piirtly from sources witbm a possession of the United 


States. 

(2) DepoUion,,- 
includes creided. 


-For purposes of this section, the word “produced” 
fiibi-icatcd, manufactured, extracted, processed, 
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cured, or aged. For determining the time and place of sale of personal 
property for purposes of this section, see paragraph (c) of § 1.861-7. 

(b) Income partly from sources within a foreign country,— {!) 
General, — This paragraph relates to gains, profits, and income derived 
from the sale of personal property produced (in whole or in part) 
by the taxpayer within the United States and sold within a foreign 
country, or produced (in whole or in part) by the taxpayer within a 
foreign country and sold within the United States. Pursuant to sec- 
tion 863 (b) such items shall be treated as derived partly from sources 
within the United States and partly from sources within a foreign 
country. 

(2) Allocation or apportionment, — The taxable income from sources 
within the United States, in the case of the items to which this para- 
graph ajpplies, shall be determined according to the examples set 
forth in this subparagraph. For such purposes, the deductions for 
the personal exemptions shall not be taken into account, but the special 
deductions described in paragraph (c) of § 1.861—8 shall be taken into 
account. 

Example {!), Where the manufacturer, or producer regularly 
sells part of his output to wholly independent distributors or other 
selling concerns in such a way as to establish fairly an independent 
factory or production price — or shows to the satisfaction of the dis- 
trict director (or, if applicable, the Director of International Opera- 
tions) that such an independent factory or production price has been 
otherwise established — unaffected by considerations of tax liability, 
and the selling or distributing branch or department of the business 
is located in a different country from that in which the factory is 
located or the production carried on, the taxable income attributable 
to sources within the United States shall be computed by an ac- 
counting which treats the products as sold by the factory or pro- 
ductive department of the business to the distributing or selling 
department at the independent factory price so established. In all 
such cases the basis of the accounting shall be fully explained in a 
statement attached to the return for the taxable year. 

Example {2), (i) Where an independent factory or production 

price has not been established as provided under example (1), the 
taxable income shall first be computed by deducting from the gross 
income derived from the sale of personal property produced (in 
whole or in part) by the taxpayer wfithin the United States and sold 
within a foreign country or produced (in whole or in part) by the 
taxpayer within a foreign country and sold within the United 
States, the expenses, losses, or other deductions properly appor- 
tioned or allocated thereto and a ratable part of any expenses, 
losses, ^ or other deductions w^hich cannot definitely be allocated to 
some item or class of gross income. 

(ii) Of the amount of taxable income so determined, one-half 
shall be apportioned in accordance with the value of the taxpayer’s 
property within the United States and within the foreign country, 
the portion attributable to sources within the United States being 
determined by multiplying such one-half by a fraction the numerator 
of which consists of the value of the taxpayer’s property within the 
United States, and the denominator of which consists of the value 
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of the taxpayer's property both within the United States and within 
the loreign country. ^ The remaining one-half of such taxable in- 
come shall be apportioned in accordance with the gross sales of the 
taxpayer within^ the United States and within the foreign country, 
the portion attributable to sources within the United States being 
determined by multiplying such one-half by a fraction the numerator 
of which consists of the taxpayer’s gross sales for the taxable year 
or period within the United States, and the denominator of which 
consists of the taxpayer’s gross sales for the taxable year or period 
both within the United States and within the foreign country. 

(iii) The term “gross sales”, as used in this example, refers only 
to the sales of personal property produced (in whole or in part) by 
the taxpayer within the United States and sold within a foreign 
coimtry or produced (in whole or in part) by the taxpayer within 
a foreign country and sold within the United States. 

(iv) The term “property”, as used in this example, includes only 
the property held or used to produce income which is derived from 
such sales. Such property should be taken at its actual value, which 
in the case of property valued or appraised for purposes of in- 
ventory, depreciation, depletion, or other purposes of taxation shall 
be the highest amount at which so valued or appraised, and which 
in other cases shall be deemed to be its book value in the absence of 
aflirmative evidence showing such value to be greater or less than 
the actual value. The average value during the taxable year or 
period shall be employed. The average value of property as above 
prescribed at the beginning and end of the taxable year or period 
ordinarily may be used, unless by reason of material changes during 
the taxable year or period such average does not fairly represent 
the average for such year or period, in which event the average shall 
be determined upon a monthly or daily basis. 

( v) Bills and accounts receivable shall (unless satisfactory reason 
for a different treatment is shown) be assigned or allocated to the 
United States when the debtor resides in the United States, unless 
the taxpayer has no office, branch, or agent in the United States. 

Example (S). Application for permission to base the return 
upon the taxpayer’s books of account will be considered by the 
district director (or, if applicable, the Director of International 
Operations) in the case of any taxpayer who, in good faith and 
unaffected by considerations of tax liability, regularly employs in 
his books of account a detailed allocation of receipts and expendi- 
tures which reflects more clearly than the processes or formulas 
herein prescribed the taxable income derived from sources within 

the United States. ^ ^ , z tt 's ? 

(c) Income partly from sources within a possesston of the Umtea 
States.— (1) General.— This paragraph relates to gains, profits, and 
income which, pursuant to section 863(b), are treated as derived 
partly from sources within the United States and partly from sources 
within a possession of the United States. The items so treated are 
described in subparagraphs (3) and .(4) of this paragraph. 

( 2 ) Allocation or apportionment taxable income trom sour ces 
within the United States, in the case of the items to which this para- 
graph applies, shall be determined accordmg to the examples set 

§ 1.863-3(c)(2) 



300 


forth in subparagraphs (3) and (4) of this paragraph. For such 
purposes, the deductions for the personal exemptions shall not be 
taken into account, but the special deductions described in paragraph 
(c) of § 1.861-8 shall be taken into account. 

(3) Personal 'property produced and sold . — This subparagraph 
relates to gross income derived from the sale of personal property 
produced (in whole or in part) by the taxpayer within the United 
States and sold within a possession of the United States, or produced 
(in whole or in part) by the taxpayer within a possession of the 
United States and sold within the United States. 

Example (i). Same as example (1) under paragraph (b) (2) of 
this section. 

Example {2). (i) Where an independent factory or production 

price has not been established as provided under example (1), the 
taxable income shall first be computed by deducting from the gross 
income derived from the sale of personal property produced (in 
whole or in part) by the taxpayer within the United States and sold 
within a possession of the United States, or produced (in wdiole or 
in part) by the taxpayer within a possession of the United States 
and sold within the United States, the expenses, losses, or other 
deductions properly apportioned or allocated thereto and a ratable 
part of any expenses, losses, or other deductions which cannot 
definitely be allocated to some item or class of gross income. 

(ii) Of the amount of taxable income so determined, one-half 
shall be apportioned in accordance with the value of the taxpayer’s 
property within the United States and within the possession of the 
United States, the portion attributable to sources within the United 
States being determined by multiplying such one-half by a fraction 
the numerator of which consists of the value of the taxpayer’s prop- 
erty within the United States, and the denominator of which consists 
of the value of the taxpayer’s property both within the United States 
and within the possession of the United States. The remaining one- 
half of such taxable income shall be apportioned in accordance with 
the total business of the taxpayer within the United States and with- 
in the possession of the United States, the portion attributable to 
sources within the United States being determined by multiplying 
such one-half by a fraction the numerator of which consists of the 
amount of the taxpayer’s business for the taxable year or period 
within the United States, and the denominator of which consists of 
the amount of the taxpayer’s business for the taxable year or period 
both within the United States and within the possession of the 
United States. 

(iii) The ‘‘business of the taxpayer”, as used in this example, shall 
be measured by the amounts which the taxpayer paid out during the 
taxable year or period for wages, salaries, and other compensation of 
employees and for the purchase of goods, mateiuals, and supplies 
consumed in the regular course of business, plus the amounts re- 
ceived during the taxable year or period from gross sales, such ex- 
penses, purchases, and gross sales being limited to those attributable 
to the production (in whole or in part) of personal property within 
the United States and its sale within a possession of the United 
States or to the production (in whole or in part) of personal prop- 
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erty witliin a possession of the United States and its sale within the 
United States. The term “property”, as used in this example, in- 
cludes only the property held or used to produce income which is 
derived from such sales. 

Example {3), Same as example (3) under paragraph (b) (2) 
of this section. 


(4) Personal property purchased and sold , — This subparagraph 
relates to gross income derived from the purchase of personal prop- 
erty within a possession of the United States and its sale within the 
United States. 

Example {!), (i) The taxable income shall first be computed by 

deducting from such gross income the expenses, losses, or other de- 
ductions properly apportioned or allocated thereto and a ratable 
part of any expenses, losses, or other deductions which cannot 
definitely be allocated to some item or class of gross income. 

(ii) The amount of taxable income so determined shall be appor- 

tioned in accordance with the total business of the taxpayer within 
the United States and within the possession of the United States, 
the portion attributable to sources within the United States being 
that percentage of such taxable income which the amount of the 
taxpayer’s business for the taxable year or period within the United 
States bears to the amount of the taxpayer’s business for the taxable 
year or period both within the United States and within the posses- 
sion of the United States. . . . i • 

(iii) The “business of the taxpayer”, as that term is used m this 
example, shall be measured by the amounts which the taxpayer 

out during the taxable year or period for wages, salaries, and other 
compensation of employees and for the purchase of goods, materials, 
and supplies sold or consumed in the regular course of business, plus 
the amount received during the taxable year or period from ^oss 
sales, such expenses, purchases, and gross sales being limited to those 
attributable to the purchase of personal property within a possession 
of the United States and its sale within the United States. 

Examfle {2). Same as example (3) under paragraph (b)( 2 ) 


of this section. , ^ ^ 7 * x 

§ 1.863-4 Teanspoetation Seevice. — (a) GenemL — A taxpayer 
carrying on the business of transportation service between points in 
the United States and points outside the United Stat^ derives income 
;^artly from sources within and partly from sources without the United 

(b) Gross income . — The gross income from sources within the 
United States derived from such services shall be determined by taking 
such a portion of the total gross revenues therefr9m as (1) the sim 
of the costs or expenses of such transportation busmep carried on by 
the taxpayer within the United States and a reasonable return upon 
the property used in its transportation business while within the 
United States bears to (2) the sum of the total costs or expenses of 
such transportation business carried on by the taxpayer and a reason- 
able return upon the total property used m such transportation busi- 
ness Reyenues from operations incidental to transportation services, 
as the Stle of money orders, shall be apportioned on the same 
basis as direct revenues from transportation services. 
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(c) Allocation of costs or expenses. — In allocating the total costs 
or expenses incurred in such transportation business, costs or expenses 
iiiciirred in connection with that part of the services which was wholly 
rendered in the United States shall be assigned to the cost of trans- 
portation business within the United States. For example, expenses 
of loacling and unloading in the United States, rentals, oiiice expenses, 
salaries, and wages wholly incurred for services rendered to the tax- 
payer in the United States belong to this class. Costs and expenses 
incurred in connection with services rendered partly within and partly 
without the United States may be prorated on a reasonable basis be- 
tween such services. For example, ship wages, charter money, insur- 
ance, and supplies chargeable to voyage expenses shall^ ordinarily be 
prorated for each voyage on the basis of the proportion which the 
number of days the ship was within the territorial limits of the United 
States bears to the total number of days on the voyage ; and fuel con- 
sumed on each voyage may be prorated on the basis of the proportion 
which the number of miles sailed wdthin the territorial limits of the 
United States bears to the total number of miles sailed on the voyage. 
For other expenses entering into the cost of services, only such ox-- 
penses as are allowable deductions under the internal revenue law^s 
shall be taken into account. 

(d) Items not included as costs or expenses. — (1) Taxes and inter- 
est. — Income, war profits, and excess profits taxes shall not be regarded 
as costs or expenses for the purpose of determining the proportion of 
gross income from sources within the United States ; and, for such pur- 
pose, interest and other expenses for the use of borrowed capital shall 
not be taken into the cost of services rendered, for the reason that the 
return upon the property used measures the extent to wdiich such l>or- 
rowed capital is the source of the income. See paragraj)h (f) (2) of 
this section. 

(2) Other ^ husiness activity and general expenses. — If a taxpayer 
subject to this section is also engaged in a business other than ihat of 
pro%uding transportation service between points in the United States 
and points outside the United States, the costs and expenses, including 
taxes, properly apportioned or allocated to such other business shall 
be excluded both from the deductions and from the apportionment 
process prescribed in paragraph (c) of this section; but, for the piix'- 
pose of determining taxable income, a ratable part of any general ex- 
penses, losses, or deductions, which cannot definitely be allocated to 
some item or class of gross income, may be deducted from the gross 
mcoiiie from sources within the United States after the amount of such 
gross income has been determined. Such ratable part shall ordinarily 
be based upon the ratio of gross income from sources within the UniteJi 

States to the total gross income. See paragraph (f) (3) of this 
section. o IT \ / V / 

(o) Personal exemptions and special deductions. — The deductions 
for the personal exemptions, and the special deductions described in 
paragraph (c) of § 1.861-8, shall not be taken into account for pur- 
poses of paragraph (c) of this section. 

(e) Property used while within the United States . — ^(1) General . — 
ihe value of the property used shall be determined upon the basis of 
cost less depreciation. Eight percent may ordinarily be taken as a 
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reasonable rate of return to apply to such property. The property 
taken shall be the average property employed in the transportation 
service between points in the United States and points outside the 
United States during the taxable year, 

(2) Average froperty, — For ships, the average shall be determined 
upon a daily basis for each ship, and the amount to be apportioned for 
each ship as assets employed within the United States shall be com- 
puted upon the proportion which the number of days the ship was 
within the territorial limits of the United States bears to the total 
number of days the ship was in service during the taxable period. 
For other assets employed in the transportation business, the average 
of the assets at the beginning and end of the taxable period ordinarily 
may be taken, but if the average so obtained does not, bj^ reason of 
material changes during the taxable year, fairly represent the average 
for such year either for the assets employed in the transportation busi- 
ness in the United States or in total, the average must be determined 
upon a monthly or daily basis. 

(3) ^ Current assets. — Current assets shall be decreased by current 
liabilities and allocated to services between the United States and 
foreign countries and to other services. The part allocated to services 
between the United States and foreign countries shall be based on the 
proportion which the gross receipts from such services bear to the 
gross receipts from all services. The amount so allocated to services 
between the United States and foreign countries shall be further al- 
located to services rendered within the United States and to services 
rendered without the United States. The portion allocable to serv- 
ices rendered within the United States shall be based on the proportion 
which the expenses incurred within the territorial limits of the United 
States bear to the total expenses incurred in services between the 
United States and foreign countries. 

(f) Taxable income. — (1) General. — In computing taxable income 
from sources within the United States there shall be allowed as de- 
ductions from the gross income from such sources, determined in ac- 
cordance with paragraph (b) of this section, (i) the expenses of the 
transportation business carried on within the United States (as de- 
termined under paragraphs (c) and (d) of this section) and (ii) the 
expenses and deductions determined in accordance with this paragraph, 

(2) Interest and taxes. — Intei*est and income, war profits, and ex- 
cess profits taxes shall be excluded from the apportionment process, 
as indicated in paragraph (d) of this section; but, for the purpose 
of computing taxable income, there may be deducted from the gross 
income from sources within the United States, after the amount of 
such gross income has been determined, a ratable part of all interest 
deductible under section 163 and of all income, war profits, and excess 
profits taxes deductible under section 164, paid or accrued in respect 
of the business of transportation service between points in the United 
States and points outside the United States. The ratable part shall 
ordinarily be based upon the ratio of gross income from sources with- 
in the United States to the total gross income, from such transporta- 
tion service. 

(3) General expenses. — General expenses, losses, or deductions shall 
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be deducted under this paragraph to the extent indicated in paragraph 

(d) (2) of this section. . ^ t . 

(d) Personoil exemptions . — The deductions for the personal exemp- 
tions shall be allowed under this paragraph to the same extent as 

provided by paragraph (b) of § 1.861-8. ^ i 

(5) Special deductions. — The special deductions allowed m the 
case of a corporation by sections 241, 922, and 941 sliall be allow'ed 
under this paragraph to the same extent as provided by paragraph 
(c) of § 1.861-8. . ^ 

(g) Allocation iased on T)oohs of account . — Application lor per- 
mission to base the return upon the taxpayer’s books of account will 
be considered by the district director (or, if applicable, the Director 
of International Operations) in the case of any taxpayer siiliject to 
tills section, who, in good faith and unaffected by considerations of 
tax liability, regularly employs in his books of account a detailed allo- 
cation of receipts and expenditures which more clearly reflects tlio 
income derived from sources within the United States tliaii does the 
process prescribed by paragraph (b) to (f), inclusive, of this section. 

§ 1.863-5 Telegraph AND Cable Seuvices. — (a) General. — A tax- 
payer carrying on the business of transmission of telegraph or cable 
messages between points in the United States and points outside the 
United States derives income partly from sources within and partly 
from sources without the United States. 

(b) Gross income. — The gross income from sources w^itliin iho 
United States derived from such services shall be determined by 
adding the gross revenues derived from messages originating in iho 
United States and amounts collected abroad on collect messages origi- 
nating in the United States and then deducting from sucli sum 
amounts paid or accrued for transmission of messages beyond tlie tax- 
payer’s own circuit. Amounts received by the taxpayer in tlio United 
States with respect to collect messages originating without the United 
States shall be excluded from such gross income. 

(c) Taxable^ income. — In computing taxable income from sources 
witliin the United States, the following items shall be allowed as de- 
ductions from the gross income determined in accordance w^ith para- 
graph (b) of this section: 

(1) All expenses incurred in the United States (not including 
any general overhead expenses) incident to the carrying on of th,o 
business in the United States ; 

(2) All direct expenses incurred abroad in the transmission of 
messages originating in the United States (not including any general 
overhead expenses or maintenance, repairs, and cleimeciation of 
cables and not including any amount already deducted in coiii- 
piitiiig gross income) ; 

T. (.3) Depreciation of property (other than cables) located in the 
united States and used in the trade or business therein; and, 

. O). “ proportionate part of the general overhead expenses (not 
including any items incurred abroad corresponding to those eiuimcr- 

(3) Of this" paragraph) and 
of maintenance, repaiis, and depreciation of cables of the ent.ire 
cable system of the Enterprise, based on the ratio which the number 
§ L863-4(g) 
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originating in the United States bears to the total words 
^xxiitted by the enterprise. 

j The deductions for the personal exemptions, and the special 
allowed by sections 241, 922, and 941, but only to the 
provided by paragraphs (b) and (c) of § 1.861-8. 

^03—6 Income from Sources Within a Foreign Country or 
*3XON of the United States. — The principles applied in 
01 — 1 to 1.863-5, inclusive, for determining the gross and the 
0 , income from sources within and without the United States 
a^pplied, for purposes of the income tax, in determining the 
£ixxd the taxable income from sources within and without a 
p. country, or within and without a possession of the United 

SBl Statutory Provisions ; Definitions. 

S04. definitions. 

purposes of this part, the word '‘sale” includes “exchange”; the 
^ “sold” includes “exchanged”; and the word “produced” includes 
giVed”, “fabricated”, “manufactured”, “extracted”, “processed”, “cured”, 


nonresident aliens and foreign corporations 

^ Nonresident Alien Individuals 

. ST 1 Statutory Provisions ; Tax on Nonresident Alien Indi- 

JLS- 

5. SYl. TAX ON NONRESIDENT ALIEN INDIVIDUALS. 

£1 > No United States Business and Gross Income of Not More 
,^15,400. 

< 1 . ) Imposition of tax.— Except as otherwise provided in subsection 
■fc> ) there is hereby imposed for each taxable year, in lieu of the tax 
ixii>osed by section 1, on the amount received, by every nonresident alien 
ri<Xiwidual not engaged in trade or business within the United States, 
porn sources within the United States, as interest (except interest on 
lex>osits with persons carrying on the banking business), dividends, 
•e-n-ts, salaries, wages, premiums, annuities, compensations, remunera- 
;ions, emoluments, or other fixed or determinable annual or periodical 
^ains, profits, and income (including amounts described in section 402 
(£r> (2), section 631(b) and (c), and section 1235, which are considered 
:o iDe gains from the sale or exchange of capital assets), a tax of 30 
Doreent of such amount. 

(2) Capital gains of aliens temporarily present in the united 
states. — I n the case of a nonresident alien individual not engaged in 
tira-de or business in the United States, there is hereby imposed for each 
tQ.s:a.hle year, in addition to the tax imposed by paragraph (1) — 

(A) if he is present in the United States for a period or periods 
a.ggregating less than 90 days during such taxable 5 ^ear — a tax of 30 
IDercent of the amount hy which his gains, derived from sources within 
•tlie United States, from his sales or exchanges of capital assets effected 
<3.uring his presence in the United States exceed his losses, allocable 
-to sources within the United States, from such sales or exchanges 
effected during such presence ; or 

(B) if he is present in the United States for a period or periods 
aggregating 90 days or more during such taxable year — a tax of SO 
T>ercent of the amount by which his gains, derived from sources ^^thm 
-the United States, from sales or exchanges of capital assets effected 
at any time during such year exceed his losses, allocable to sources 

§ 1.871 
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witliin the United States, from such sales or exchanges effected at 
any time during such year. 

For purposes of this paragraph, gains and losses shall be taken into 
account only if, and to the extent that, they would be recognized and 
taken into account if such individual were engaged in trade or l)iiKsi- 
ness in the United States, except that such gains and losses shall be 
computed without regard to section 1202 (relating to deduction for 
capital gains) and such losses shall be determined without the benehts 
of the capital loss carryover provided in section 1212. 

(h) No United States Business and Gross Income of More Than 
$15,400. — A nonresident alien individual not engaged in trade or business 
within the United States shall be taxable without regard to subsection (a ) 
if during the taxable year the sum of the aggregate amount received from 
the sources specified in subsection (a) (1), plus the amount by which gains 
from sales or exchanges of capital assets exceed losses from such sales or 
exchanges (determined in accordance with subsection (a)(2)) is more 
than $15,400, except that — 

(1) the gross income shall include only income from the sources 
specified in subsection (a) (1) plus any gain (to the extent provided in 
subchapter P ; sec. 1201 and following, relating to capital gains and losses) 
from a sale or exchange of a capital asset if such gain would be taken 
into account were the tax being determined under subsection (a)(2) ; 

(2) the deductions (other than the deduction for charitable coiitri1.)u- 
tions and gifts provided in section 873(c)) shall be allowed only if and 
to the extent that they are properly allocable to the gross income from 
the sources specified in subsection (a), except that any loss from the 
sale or exchange of a capital asset shall be allowed (to the extent pj*o- 
vided in subchapter P without the benefit of the capital loss carryover 
provided in section 1212) if such loss would be taken into account were 
the tax being determined under subsection (a) (2) ; 

(3) the taxes imposed by this subtitle (under section 1, or under 
section 1201(b) ) shall, in no case, be less than 30 percent of the sum of — 

(A) the aggregate amount received from the sources specified in 
subsection (a) (1), plus 

(B) the amount, determined under subsection (a)(2), by wbich 
gains from sales or exchanges of capital assets exceed losses from 
such sales or exchanges. 

^ (c) United States Business. — A nonresident alien individual engaged 
m trade or business within the United States shall be taxable without' re- 
gard to subsection (a). For purposes of part I, this section, sections 881 
and 882, and chapter 3, the term “engaged in trade or business within the 
United States includes the performance of personal services within the 
United States at any time within the taxable year, but does not include 
the performance of personal services — 

® nonresident alien Individual, foreign partnership, or foreign 
eoiyoiation, not engaged in trade or business within the United States, or 

r-,4^n in’o business maintained by a domestic eorpo- 

^ ration m a foreip country or in a possession of the United States, 
by a nonresident alien Individual temporarily present in the United States 
^ar S days duidng tiftaiable 

aggregate $3,000. Such term LS noTinclShl efecUn-* tSom^h a'r^sf 

deairin of commodities (if of a kind customarily 

tieait m on an oiganized commodity exchange, if the transDr*tinTi Af iTia 
kind'customarily consummated at such place, and ifthe alief Z nm^ if 
or coiporation has no office or place of business In the UniteTstateV it iv 
time during the taxable year through which or W the Section of wh14h 
such transactions in commodities are effected) ^ aiiection ot which 

of certain foreign 

alien^individn^t^f dfvJ For purposes of the income tax, 

alien individuals are divided generally into two classes, namely, resi^ 
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dent aliens and nonresident aliens. Resident aliens are, in general, 
taxable the same as citizens of the United States; that is, a resident 
alien is taxable on income derived from all sources, including sources 
without the United States. Nonresident aliens are taxable only on 
income from sources within the United States. For classification of 
nonresident aliens, see § 1.871-7. For determination of the sources of 
income, see §§ 1.861-1 to 1.863-6, inclusive. 

§ 1.871-2 Determining Residence of Alien Individuals. — (a) 
General . — The term “nonresident alien individual” means an in- 
dividual whose residence is not within the United States, and who is 
not a citizen of the United States. The term includes a nonresident 
alien fiduciary. For such purpose the term “fiduciary” shall have the 
meaning assigned to it by section 7701(a)(6) and the regulations 
thereunder. For presumption as to an alien’s nonresidence, see 
paragraph (b) of § 1.871-4. 

(b) Residence defined . — An alien actually present in the United 
States who is not a mere transient or sojourner is a resident of the 
United States for purposes of the income tax. Whether he is a 
transient is determined by his intentions with regard to the length 
and nature of his stay. A mere floating intention, indefinite as to 
time, to return to another country is not sufficient to constitute him 
a transient. If he lives in the United States and has no definite_ in- 
tention as to his stay, he is a resident._ One who comes to the United 
States for a definite purpose which in its nature may be promptly 
accomplished is a transient ; but, if his purpose is of such a nature 
that an extended stay may be necessary for its accomplishment, and 
to that end the alien makes his home temporarily in the United 
States, he becomes a resident, though it may be his intention at all 
times to return to his domicile abroad when the purpose for which 
he came has been consummated or abandoned. An alien whose stay 
in the United States is limited to a definite period by the immigration 
laws is not a resident of the United States within the meaning of 
this section, in the absence of exceptional circumstances. 

§ 1.871-3 Residence of Allen Seamen. — In order to determine 
whether an alien seaman is a resident of the United States for pur- 
poses of the income tax, it is necessary to decide whether the pre- 
sumption of nonresidence (as prescribed by paragraph (b) of § 1.871- 
d) is overcome by facts showing that he has established a residence 
in the United States. Residence may be established on a vessel regu- 
larly engaged in coastwise trade, but the mere fact that a sailor makes 
his home on a vessel which is flying the United States flag and is 
engaged in foreign trade is not sufficient to establish residence in the 
United States, even though the vessel, while carrying on foreign 
trade, touches at American ports. An alien seaman may acquire an 
actual residence in the United States within the rules laid down in 
§ 1.871-4, although the nature of his calling requires him to be absent 
for a long period from the place where his residence is established. 
An alien seaman may acquire such a residence at a salior’s boarding 
house or hotel, but such a claim should be carefully scrutinized in 
order to make sure that such residence is bona fide. The filing of 
Form 1078 or taking out first citizenship papers is proof of residence 

§ 1.871-3 



308 


in the United States from the time the form is filed or the pap^ 
taken out, unless rebutted by other evidence showing an intentu'^ 
to be a transient. % 

§ 1.871-4^ Proof of Residence of Aliens. — (a) Rules of emdence^ 
The following rules of evidence shall govern in determining whetk^ 
or not an alien within the United States has acquired residence tlier^^l' 
for purposes of the income tax. m 

(b) Nonresidence presumed, — ^An alien, by reason of his aliena^i. 

is presumed to be a nonresident alien. ^^5 

(c) Presuniption rebutted, — (1) Departing alien. — In the case 

an alien who presents himself for determination of tax liability 
departure from the United States, the presumption as to the alie^,^ 
nonresidence may be overcome by proof — ^ ^ 

(i) Thatt he alien, at least six months before the date he 
presents himself, has filed a declaration of his intention to beco:^^ 
a citizen of the United States under the naturalization law's ; oj> ^ 

(ii) That the alien, at least six months before the date he ^ 
presents himself, has filed Form 1078 or its equivalent; or ^ 

(iii) Of acts and statements of the alien showing a defil.nite 

tention to acquire residence in the United States or showing tf^^^ 
his stay in^ the United States has been of such an extended natw 
as to constitute him a resident. ^ 

(2) Other aliens. — In the case of other aliens, the presumption as to 

the alien’s nonresidence may be overcome by proof — ^ 

(i) That the alien has filed a declaration of his intention to 

become a citizen of the United States under the naturalization law^c, . 
or ’ 

(ii) That the alien has filed Form 1078 or its equivalent; or 

(iii) Of acts and statements of the alien showing a definite 
tention to acquire residence in the United States or showing that 
his stay in^ the United States has been of such an extended nature 
as to constitute him a resident. 

{d)^ Gerttficate. — If > m fh^Ai-pplication of paragraph (c) (1) (iii) or 
(2) (iii) of this section, the internal revenue officer or employee who 
examines the alien is in doubt as to the facts, such officer or employee 
may, to assist him in determining the facts, require a certificate or cer- 
tificates setting forth the facts relied upon by the alien seeking to over- 
come the presumption. Each such certificate, which shall contaim or 
be verified by, a written declaration that it is made under the penal- 
ties of perjury, shall be executed by some credible person or persons, 
other than the alien and members of his family, who have known the 
alien at least six months before the date of execution of the certificate 
or certificates. 

§ 1.871-5 Loss OF Residence by an Alien. — ^An alien who has 
quired residence in the United States retains his status as a resideB-t 
until he abandons the same and actually departs from the United 
States. An intention to change his residence does not change his statB-S 
as a resident alien to that of a nonresident alien. Thus, an alien who 
has acquired a residence in the United States is taxable as a resident 
for the remainder of his stay in the United States. 
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§ 1.871-6 Duty of Employer to Determine Status of Alien 
Employee. — (a) Proof of status required, — If wages are paid to an 
alien without withholding the tax under chapter % of the 1954 Code, 
or, if applicable, under section 143 of the 1939 Code, except insofar as 
the regulations thereunder permit exemption from withholding, then 
the employer must be prepared to prove the status of the alien as pro- 
vided in §§ 1.871-1 to 1.871-5, inclusive. 

(b) Evidence of residence, — ^An employer may rely upon the evi- 
dence of residence afforded by the fact that an alien has filed 
Form 1078 or an equivalent written statement. In the case of pay- 
ments made after December 31, 1966, this statement or form shall be 
filed in the manner prescribed in § 1.1441-5. An employer need not 
secure Form 1078 or written statement from the alien employee if he 
is satisfied that the alien is a resident alien. An employer who seeks 
to account for failure to withhold in the past, if he did not at that 
time secure Form 1078 or its equivalent, is permitted to prove the 
former status of the alien by any competent evidence. 

§ 1.871-7 Tax on Nonresident Alien Individuals. — (a) Glasses 
of nonresident aliens, — For purposes of the income tax, nonresident 
alien individuals are divided into four classes : 

(1) Glass 1, — Nonresident alien individuals not engaged in trade 
or business within the United States at any time during the taxable 
year and receiving in such year an aggregate of not more than 
$15,400 gross income (determined without regard to section 116) 
from sources within the United States consisting of — 

(i) Fixed or determinable annual or periodical income, and 

(ii) Amounts constituting, or considered to be, gains from the 
sale or exchange of capital assets, as described in paragraph (b) 
of this section ; 

(2) Class 9 ), — Nonresident alien individuals not engaged in trade 
or business within the United States at any time during the taxable 
year and receiving in such year an aggregate of more than $15,400 
gross income (determined without regard to section 116) described 
under class 1 ; 

(3) Glass S, — Nonresident alien individuals who at any time 
during the taxable year are engaged in trade or business within 
the United States ; and 

(4) Glass If., — Nonresident alien individuals who are bona fide 
residents of Puerto Eico during the entire taxable year. 

Individuals within classes 1 to 3, inclusive, are subject to tax pursuant 
to the provisions of sections 871 to 877, inclusive, and the regulations 
thereunder. The provisions of those sections do not apply to indi- 
viduals within class 4, but such individuals are subject to the tax im- 
posed by section 1. See § 1.876-1. If the gross income of a non- 
resident alien individual includes income on which the tax is limited 
by tax convention, see paragraph (e) of this section. 

(b) No United States business; gross income of not more than 
$15df00, — (1) Imposition of tax, — Except as otherwise provided by 
paragraph (e) of this section, a nonresident alien individual within 
.class 1 is not subject to the tax imposed by section 1 but, pursuant to 
the provisions of section 871(a), is liable to a fiat tax of 30 percent 
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apon tile aggregate of tlie amounts determined under subparagraphs 
(2), (3), and (4) of this paragraph and received during the taxable 
year from sources within the United States, h or this purpose the 
source of the income shall be determined in accordance with the pro- 
visions of sections 861 to 864, inclusive, and the regulations there- 
under. For the purposes of section 871(a) (1) ‘‘amount received 

means “gross income.” . . , . /-x tj. 

(2) Fixed or determinable annual or feriodical income . — (i) I terns 
subject to tax—T\\^ tax of 30 percent applies to the gross amount 
received as fixed or determinable annual or peiuodical gains, profits, 
and income. Specific items of fixed or determinable annual or peri- 
odical income are enumerated in section 871(a) (1) as interest (except 
interest on deposits with persons carrying on the banking business), 
dividends, rents, salaries, wages, premiums, annuities, coinpensatioiis, 
remunerations, and emoluments, but other fixed or determinable an- 
nual or periodical gains, profits, and income are also subject to the 
tax as, for instance, royalties. As to the determination of fixed or 
determinable annual or periodical income, see paragraph (a) of 
§ 1,1441-2. For special rules treating gain on the disposition^ of sec- 
tion 306 stock as fixed or determinable annual or periodical income, 
see section 306 (f) and the regulations thereunder. 

(ii) Losses. — In computing the income subject to tax under this 
subparagraph no deduction shall be allowed for any loss sustained 
during the taxable year. 

(3) Amounts considered to be capital gains. — (i) Items subject to 
tax. — The tax of 30 percent also applies, pursuant to the provisions 
of section 871(a) (1), to amounts received during the taxable year 
from sources within the United States which are described in section 
402(a) (2), section 631(b) and (c), and section 1235 and are consid- 
ered to be gains from the sale or exchange of capital assets. Thus, 
the tax applies to gain recognized on certain distributions by a qual- 
ified employees’ trust where the total distributions, with respect to 
an3" employee, are payable to the distributee within one taxable year; 
to gain recognized under specified circumstances on the disposal of 
timber and coal and considered in accordance with section 1231 to be 
gain from the sale or exchange of a capital asset ; and to gain recog- 
nized on certain transfers of patent rights by an individual. 

(ii) Ninety-day rule not applicable. — The provisions of section 
871(a) (2) do not apply to the gains described in this subparagraph; 
as a consequence, the taxpayer receiving these gains during a taxable 
year is subject to the tax of 30 percent thereon without regard to the 
90>day rule of that section and even though he has not been pi'csent 
in the United States at any time during the taxable year. 

(iii) Recognized gain fully taxable. — ^The tax of 30 percent im- 
posed upon the gains described in this subparagraph shall apply 
{a) to the full amount of gain recognized upon the transaction, (6) 
without regard to the alternative tax imposed by section 1201 upon 
the excess of the net long-term capital gain over the net shoi’t-term 
capital loss, and (c) without regard to the deduction allowed by sec- 
tion 1202 in respect of capital gain. 

(iv) Losses. — In computing the gain subject to tax under this sub- 
paragraph no deduction shall be allowed for any loss sustained dur- 
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ing the taxable year, even though the loss is taken into account under 
section 1231 in determining whether the gain is considered to be gain 
from the sale or exchange of a capital asset. 

(4) Capital gains and losses, — (i) Items subject to tax, — The tax 
of 30 percent also applies, pursuant to the provisions of section 871 
(a) (2) 5 to the excess of capital gains derived from sources within the 
ijnited States over capital losses allocable to such sources, deter- 
mined under the provisions of sections 861 to 864, inclusive, and the 
regulations thereunder, and in accordance with the provisions of this 


subparagraph. 

(ii) Present less than 90 days, — ^If he has been present in the United 

States for a period or periods aggregating less than 90 days during 
the taxable year, a nonresident alient individual not engaged in trade 
or business within the United States at any time during the taxable 
year is liable to a tax of 30 percent upon the amount by which his 
gains, derived from sources within the United States, from sales or 
exchanges of capital assets effected during his presence in the United 
States exceed his losses, allocable to sources within the United States, 
from such sales or exchanges effected during such presence. Gains and 
losses from sales or exchanges of capital assets effected during the 
taxable year at times other than during such presence in the United 
States are not to be taken into account for this purpose. ^ ^ i 

(iii) Present 90 days or more,—li he has been present m the United 
States for a period or periods aggregating 90 days or more during 
the taxable year, a nonresident alien individual not engaged in trade 
or business within the United States at any time during theTaxable 
year is liable to a tax of 30 percent upon the amount by which ins 


gains, derived from sources within the United States, from sale, or 
exchanges of capital assets effected at any time duiing tia 
exceed his losses, allocable to sources -within the Umted btates, from 
sales or exchanges effected at any time during that yep. gams and 
losses from sales or exchanges effected at py time durm Jhe mxab 

year are to be taken into account the 

alien individual is not present in the United States at the tune 

sales or exchanges are effected. tliP tntal 

tivl Sevarate periods to he aggregated.— iri. computing the total 
neiiS of nresence in the United States for a taxable year, all separate 
?erioi of United States during the taxable year are 

^v^'Whfr^Vromsions apfUcable.-Fox the purpose of 
tation of the Excess of capital 

under this subparagraph, gams and ^^d to the 

rule of section 871(a) (2), be taken into account only ®d^to t^e 

extent that, they would be recognized and taken U ■ ®ggg .^^itbin 
nonresident alien individual ln4es shall be computed 

the United States, except that ^’foJrreiaL the d^educ- 

without regard to the provisions of section J • without the 
tion for capital gains, pd the losses g'Sn 1212. For 

benefits of the capital loss carryover p -gg^ subparagraph 

example, any amount (other than g^f^S^Ls of subtitle A of 

(3) o? this paragraph) which f ® j^gg 

the Internal Revenue Code of 1954, is consider ea ro » 
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from tlie sale or exchange of a capital asset shall be taken into accoui 
but only in accordance with this subdivision and subject to the pr( 
visions of section 873 and the regulations thereunder. Thus, an 
amount described in section 631 (b) or (c) which is considered to be 
loss from the sale or exchange of a capital asset would be taken into 
account in such manner. Also, for example, no deduction shall be 
allowed, pursuant to the provisions of section 267, for losses from 
sales or exchanges of property between related taxpayers. 

(vi) Alternative tax . — The tax shall be computed under this sub- 
l)aragraph without regard to the alternative tax imposed by section 
1201 upon the excess of the net long-term capital gain over the net 
short-term capital loss. 

(vii) AllovoojUGe of losses. — In computing the tax under this sub- 
paragraph losses from sales or exchanges of capital assets shall be 
allowed only to the extent of gains from sales or exchanges of capital 
assets. 

(viii) Gains not included. — ^The provisions of this subparagraph 
do not apply to amounts described in section 402(a) (2), section 631 
(b) and (c), and section 1235, which are considered to be gains from 
the sale or exchange of capital assets. See subparagraph (3) of this 
paragraph. 

(5) Deductions allowable. — For the allowance of deductions is com- 
puting the tax under this paragraph, see paragraph (b) 1 of § 1.873—1. 

(6) Credits against tax. — The credits allowed by section 31 (relat- 
ing to tax withheld on wages), section 32 (relating to tax withheld 
at source on nonresident aliens), and section 35 (relating to partially 
tax-exempt interest) shall be allowed against the tax computed in 
accordance with this paragraph. 

(c) No United States business; gross income of more than $15^IfiO . — 
(1) Imposition of tax. — Except as otherwise provided by paragraph 
(e) of this section and subparagraph (4) of this paragraph, a non- 
resident alien individual within class 2 is, in accordance with the pro- 
visions of section 871(b), subject to tax under section 1 or, in the 
alternative, under section 1201(b) upon the income computed in 
accordance with this paragraph and received during the taxable year 
from sources within the United States. In computing the alternative 
tax under section 1201(b) for this purpose, all amounts constituting’, 
or considered to be, gains and losses from the sale or exchange of 
capital assets, whether described in paragraph (b) 3 or (4) of this 
section, shall be taken into account to the extent prescribed by sub- 
f>aragraphs (2) and (3) of this paragraph. 

(2) Gross income. — ^For purposes of subparagraph (1) of this 
paragraph, the gross income shall include only those items of gains, 
profits, and income which would be taken into account if the tax 
were being determined in accordance with paragraph (b) of this 
section, that is, the gross amount of fixed or determinable annual or 
periodical income determined in accordance with paragraph (b)(2), 
the full amount of any gain taxable in accordance with paragraph 
(b) (3), and all other gains (computed without regard to any losses) 
which are to be taken into account in determining the tax under para- 
gi'apli (b) (4) . For such purposes, all such gains derived from the sale 
or exchange of capital assets, whether taken into account under para- 
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graph (b) (3) or (4) of this section, shall be included to the same 
extent as provided by sections 1201 to 1241, inclusive, and the regu- 
lations thereunder. 

(3) Deductions. — In computing, for purposes of subparagraph 
(1) of this paragraph, the income subject to tax under section 1 or 
section 1201(b), there shall be allov^ed as deductions — 

(i) Capital losses. — Any loss, allocable to sources v'ithin the 
United States, from the sale or exchange of a capital asset which 
would be taken into account if the tax were being determined in 
accordance with paragraph (b) (4) of this section, except that 
such loss shall be allowecl only to the extent provided by sections 
1201 to 1241, inclusive, and the regulations thereunder, but with- 
out the benefit of the capital loss carryover provided hy section 
1212; 

( ii ) Charitah le contributions. — The deduction for charitable con- 
tiubutions and gifts to the extent allowed by section 170, whether 
or not connected with income from sources within the United States, 
but (in accordance with section 873 (c)) only as to contributions 
or gifts made to domestic corporations, or to community chests, 
funds, or foundations, created in the United States; and 

(iii) Other deductions. — Any other deduction (including the 

deduction allowed by section 1202 in respect of capital gains) 
allowed by section 873, but only if, and to the extent that, they are 
propeidy allocable to the gross income specified in subparagraph 
(2) of this paragraph. See also § 1.873-1. _ 

(4) Minimum tax. — Notwithstanding the provisions of subpara- 
graph (1) of this paragraph, and except as otherwise provided by 
paragraph (e) of this section, the tax of a nonresident alien individual 
within class 2 shall in no case be less than 30 percent of the aggregate 
of the amounts determined under paragraph (b) (2), (3), and 9^ 
this section and received during the taxable year from sources within 


the United States. , . 

(5) Credits against to.— The credits allowed by section 31 (rat- 
ing to tax withheld on wages), section 32 (relating to 
at source on nonresident aliens), ?®ction 34 (relating to div^end 
received by individuals), and section 35 (relating to partially tax 
exemiit interest) shall be allowed against the Jg/fn 

cordaiice with this paragraph, even though such tax is computed m 
accordance with subparagraph (4) of this 

(d) United States husiwss.—p) nSireSent 

othei-wise provided by paragraph ,(e) of this section, a nonresident 

to 63 W 8h to 872, .nd 878, .nd the reg«!at.one 
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received by individuals), and section 35 (relating to partially 
exempt interest) shall be allowed against the tax computed in ^ 
cordance with this paragraph. 

(4) Inappliedble provisions. — ^The provisions of paragraphs 
and (c) of this section have no application in determining the 
a nonresident alien individual engaged in trade or business witl^ 
the United States. ^ 

(e) Treaty income. — (1) Definitions. — For purposes of this 
graph, the term ‘‘treaty income” shall be construed to mean the gf ^ 
income of a nonresident alien individual the tax on which is limi.^^j^^ 
by tax convention. Thus, for example, the term would include Z 

rlAnrlff rlAriirArl Kv giiaIi Uirlixrirlnol wifUiTi fliA 

to 


dends derived by such an individual from sources within the UnX 
States which, in accordance with a tax convention, are subject 


United States tax at a rate not to exceed 15 percent. The term 
treaty income” shall be construed, for such purposes, to mean 
gross income of a nonresident alien individual other than treaty 
come. In either case the gross income shall be determined in accof 
ance wtih §§ 1.872-1 and 1.872-2, except that the provisions of 
tion 116 shall be disregarded when determining (i) whether the 
dividend is within class 1 or class 2 for the purposes of paragr^P:j^ 
(a) of this section, (ii) whether the partial tax under subparagr^^P-*-^ 
(3) (i) of this paragraph shall be computed in accordance with 
tion 871 (a) or (b),and (iii) the tax under subparagraph (3) (ii) 
this paragraph upon the separate items of treaty income. - 

(2) Application of $15^400 limitation. — Treaty income shall 
taken into account in determining whether a nonresident alien irxd-i" 
vidual not engaged in trade or business within the United States 
any time during the taxable year is within class 1 or class 2 for t-iie 
j)urposes of paragraph (a) of this section; however, the tax 

such income shall be separately computed to the extent required, by 
subparagraph (3) of this paragraph. 

(3) Computation of tax. — If the gross income of a nonresidL^^^b 
alien individual within class 1, 2, or 3 consists of both treaty a^xidL 
nontreaty income, the tax liability for the taxable year shall be t-lie 
sum of the amounts determined in accordance with subdivisions (i) 
and^ (ii) of this subparagraph. In no case, however, may the 

-liability so detex*mined exceed the tax liability with respect to blie 
taxpayer’s entire gross income, determined in accordance with pa.x'a- 
graph (b), (c), or (d) of this section as though the tax conventioia 
had not come into effect and without reference to the provisions of 
this paragraph. This subparagraph shall not be construed to deny 
the credits provided by sections 31, 32, and 6402. 

(i) Compute a partial tax upon only the nontreaty income in ac- 
cordance with section 871 (a), (b), or (c), whichever applies, as dLe- 
termined under paragraph (b), (c), or (d) of this section, and. as 
though the tax convention had not come into effect. To the extent 
allowed by such paragraph, the credits allowed by sections 34 and 35 
shall then be allowed against the tax so computed but only with, x^e- 
spect to items included in the nontreaty income. For this purpose 
the nontreaty income alone shall be used as a basis for determining 
whether the partial tax shall be computed in accordance with section 
871 (a) or (b). 
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(ii) Compute a tax upon the gross amount of each separate item 
of treaty income at the reduced rate applicable to that item under 
the tax convention. Notwithstanding any other provision to the 
contrary, this tax shall be determined without the allowance of any 
deduction, credit (other than the credits provided by sections 31, 32, 
and 6402), or exclusion in respect of any item included in the treaty 
income. 

(4) Illustration , — The application of this paragraph may be illus- 
trated by the following examples : 

Example (1), (i) A nonresident alien individual who is a res- 

ident of a foreign country with which the United States has entered 
into a tax convention receives during the taxable year 1955 from 
sources within the United States total gross income of $125,000, 
consisting of the following items and computed by taking into 
account the exclusion granted by section 116(a) : 

Oil royalties the tax on which is limited by the convention to a rate not 


to exceed 15 percent $100,000 

Interest the tax on which is limited by the convention to a rate not to 

exceed 5 percent 5,000 

Dividends the tax on which is not limited by the convention 10,000 

Eents the tax on which is not limited by the convention 10,000 


Total gross income $125,000 


The dividends are assumed to be paid by a domestic corporation not 
disqualified by section 34(c) or 116(b). There are no allowable 
deductions, other than the deductions allowed by sections 613 and 
873(d) . The taxpayer has not engaged in trade or business within 
the Untied States or had a permanent establishment therein at any 
time during the taxable year. Although entitled to do so under the 
convention, the taxpayer does not elect to be taxed for the taxable 
year as though he diet have a permanent establishment within the 
United States. 

(ii) The tax liability for the taxable year is $21,792, computed as 
follows : 


Nontreaty gross income $20,000 

Less : Deduction for personal exemption 600 


Nontreaty taxable income $19,400 

Tax computed under section 1 on nontreaty taxable income $6,942 

Minimum tax prescribed by section 871(b)(3) upon nontreaty gross 
income ($20,000 x80%) 6,000 

Tax for the taxable year upon non treaty taxable income, as above $6,942 

Less : Credit under section 34 in respect of the nontreaty dividends re- 
ceived, that is, the smallest of the following : 

4% of the dividends included in nontreaty gross income 

($10,000x4%) $400 

The tax for the taxable year upon nontreaty taxable income, 

as above 6,942 

4% of the nontreaty taxable income for the taxable j^ear 

($19,400 X 4%) 776 400 

Partial tax computed in accordance with subparagraph (3) (i) $6,542 

Plus : Tax on oil royalties ($100,000 x 15%) 15,000 

Tax on interest ($5,000 x 5%) 250 

Total $21,792 
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Eocamph {2). (i) A nonresident alien individual who is a resi- 

dent of a foreign country with which the United States has entered 
into a tax convention receives during the taxable year 1955 from 
sources within the United States total gross income of $45050, con- 
sisting of the following items and computed without regard to the 
exclusion granted by section 116 (a) : 

Dividends the tax on wliicli is limited by the convention to a rate not to 


exceed 15 percent .$3,050 

Compensation for personal services, the tax on which is not limited i)y 
the convention 1,000 


Total gross income $4,050 


The dividends are assumed to be paid by a domestic corporation not 
disqualified by section 34(c) or 116(b) . The taxpayer was engaged 
in trade or business within the United States during the taxable year 
but did not have a permanent establishment therein. Interest ex- 
pense in the amount of $2,100 connected with the dividend income 
was paid by the taxpayer during the taxable year. 

(ii) The tax liability for the taxable year is $208, computed as 
follows : 


Total gross income computed by taking into account the exclusion 


granted by section 116(a) $4,000 

Less : Deduction for interest expense paid $2,100 

Deduction for personal exemption 600 

2,700 

Taxable income $1,300 


Tax computed under section 1 on taxable income $200 

Less : Credit under section 34 in respect of the dividends re- 
ceived, that is, the smallest of the following : 

4% of the dividends included in gross income ($3,000 X 

4%) V.. 120 

The tax for the taxable year, as above 2(50 

4% of taxable income for the taxable year ($1,300 X 4% ) . 52 

52 


Balance $208 

^ Example^ {B) , (i) A nonresident alien individual who is a res- 

ident of a foreign country with which the United States has entered 
into a tax convention receives during the taxable year 1955 from 
sources within the United States total gross income of $22,000. 
consistmg of the following items : 

Compensation for personal services, the tax on which is not limited by 

the convention • S‘>0(M)O 

Oil royalties the tax on which is limited by the convention to a rale 
not to exceed 15 percent 2 000 

Total gross income 000 

business within the United 
^ permanent estab- 
lishment therein. Although entitled to do so under the convention, 

h^did wT to he taxed for the taxable year as though; 

he did have a permanent establishment within the United States. 
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There are no allowable deductions, other than the deductions allowed 
by sections 613 and 873(d). 

(ii) The tax liability for the taxable year is $7,242, computed as 


follows : 

Nontreaty gross income 820,000 

Less : Deduction for personal exemption 600 

Nontreaty taxable income §19,400 

Tax computed under section 1 on noiitreaty taxable Income §6,942 

Plus: Tax on oil royalties (.§2,000 x l.jTe) ' 300 


(5) Exceptions . — This paragraph shall not apply to a nonresident 
alien individual who is a bona fide resident of Puerto Eico during 
the entire taxable year or to a nonresident alien individual who, in 
accordance with a tax convention, is entitled, and does elect, to be 
subject to tax on a net basis as though he were engaged in trade or 
business within the United States through a permanent establislnnent 
situated therein. See §§ 1.873— 1(b) (3) and 1.876— 1. 

§ 1.871-8 Definition of Engaging in Teabe oe Business Within 
THE United States. — (a) Personal services . — ^As used in sections 861 
to 864, inclusive, 871, 881, 882, and 1441 to 1465, inclusive, and the 
regulations thereunder, the term “engaged in trade or business within 
the United States” includes the performance of personal services 
within the United States at any time within the taxable year, but 
does not include the performance of personal services, (1) for a non- 
resident alien individual, foreign partnership, or foreign corporation, 
not engaged in trade or business within the United States, or (2) for 
an office or place of business maintained by a domestic corporation in 
a foreio-n country or in a possession of the United States, by a non- 
rcsidBiit alien individual temporarily present m me United States 
for a period or periods not exceeding a total ot 90 days during the 
taxable year whose compensation for such services does not exceed 
in the aggregate $3,000. See section 7701(a) (5) and the regulations 
thereunder for the meaning of “foreign” when applied to a corporation 
or partnership. As to the source of compensation tor personal serv- 
ices, see §§ 1.861—4 and 1.862—1. i • j. i u • 

(ill Exchanqe transactions .— term “engaged m trade or busi- 
ness within the United States” when used in such sections does not 
include the effecting of transactions m the United States in stocks 
or securities through a resident broker, commission agent or custo- 
dian. Nor does it include the effecting of transactions m the United 
States in commodities (inchiding hedging transactions) through such 
Tnerson if (1) the goods are of a kind customarily dealt m on an 
organized commodity exchange, such as a gram ffitures or a cotton 
futures market (2) the transaction is of the kind customarily con- 
SSTateTarsU pla^ and (3) the alien partnersffip, or corpora- 
ti^ by whom the transactions are effected, has no office or place of 
buSneis in the United States at any time during the taxable yep 
SSth which, or by the direction of whnffi, such transaction m 
Smmodities are effected. For this purpose the term commodities” 
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does not include merchandise in the ordinary channels of commerce. 
See paragraph (a) (3) of § 1.872—1. 

(c) TrusU . — Neither the beneficiary nor the grantor of a trust, 
whether revocable or irrevocable, is deemed to be engaged in trade 
or business within the United States merely because the trustee is 
engaged in trade or business within the United States. 

§ 1.872 Statutory Provisions; Gross Income. 

SEC. 872. GROSS INCOME. 

(a) Geneeal Rule. — In tlie case of a nonresident alien individual gross 
income includes only the gross income from sources within the United 
States. 

(b) Exclusions. — The following items shall not be included in gross 
income of a nonresident alien individual, and shall be exempt from tax- 
ation under this subtitle: 

(1) Ships undee foeeign flag. — Earnings derived from the operation 
of a ship or ships documented under the laws of a foreign country which 
grants an equivalent exemption to citizens of the United States and to 
corporations organized in the United States. 

(2) Aieceaft of foeeign eegistey. — Earnings derived from the oper- 
ation of aircraft registered under the laws of a foreign country which 
grants an equivalent exemption to citizens of the United States and to 
corporations organized in the United States. 

§ 1.872-1 Gross Income of Nonresident Alien Individuals. — (a) 
General, — (1) United States sources, — The gross income of a nonresi- 
dent alien individual includes only the gross income from sources with- 
in the United States. Except as may otherwise be provided by tax 
convention, the sources of the income for that purpose shall be deter- 
mined in accordance with the provisions of sections 861 to 864, inclu- 
sive, and the regulations thereunder. 

(2) Change of status, — Income received by a resident alien from 
sources without the United States is taxable although he may become 
a nonresident alien subsequent to its receipt and before the close of the 
taxable year. Conversely, income received by a nonresident alien from 
sources without the United States is not taxable although he may be- 
come a resident alien subsequent to its receipt and before the close of 
the taxable year. 

(3) Exchange transactions, — ^Even though a nonresident alien in- 
dividual may not be engaged in trade or business within the United 
States through the effecting of certain transactions in stocks, securities, 
or commodities, as described in paragraph (b) of § 1.871-8, neverthe- 
less he shall be required to include in gross income the gains and profits 
from those transactions to the extent prescribed by § 1.871-7. 

(4) Sales or exchanges of property, — ^Amounts constituting, or con- 
sidered to be, gains from the sale or exchange of capital assets, and 
profits derived from the sale within the United States of personal 
property, or from the sale of real property located therein, shall also 
be included in the gross income of a nonresident alien individual to 
the extent prescribed by § 1.871-7. 

(5) Exclusions, — For exclusions from gross income see § 1,872—2. 
(b) No United States business , — To determine the gross income of 

a nonresident alien individual who is not engaged in trade or business 
within the United States at any time during the taxable year, see 
paragraphs (b) and (c) of § 1.871-7. If that alien is also a bona fide 
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resident of Puerto Eico duxnng the entire taxable year, see § 1.876—1. 

(c) United States business, — ^To determine the gross income of a 
nonresident alien individual who at any time within the taxable year 
is engaged in trade or business within the United States, see paragraph 
(cl) of §1.871-7. If that alien is also a bona fide resident of Puerto 
Eico during the entire taxable year, see § 1.876-1. 

§ 1.872-2 Exolitsions From Gross Income oe Nonresident Alien 
Individuals. — (a) Earnings of foreign shifs or aircraft, — (1) Basie 
rule. — So much of the income from sources wdthin the United States 
of a nonresident alien individual as consists of earnings derived from 
the operation of a ship or ships documented, or of aircraft registered, 
under the laws of a foreign country which grants an equivalent exemp- 
tion to citizens of the United States nonresident in that foreign coun- 
try and to corporations organized in the United States shall not be 
included in gross income. 

(2) Equivalent ememftion. — (i) Ships. — foreign country which 
either imposes no income tax, or, in imposing that tax, exempts from 
taxation so much of the income of a citizen of the United States non- 
resident in that foreign country and of a corporation organized in the 
United States as consists of earnings derived from the operation of a 
ship or ships documented under the laws of the United States is 
considered as granting an equivalent exemption for purposes of the 
exclusion from gross income of the earnings of a foreign ship or ships. 

(ii) Ah-^craft. — A foreign country which either imposes no income 
tax, or, in imposing that tax, exempts from taxation so much of the 
income of a citizen of the United States nonresident in that foreign 
country and of a corporation organized in the United States as consists 
of earnings derived fmm the operation of aircraft registered under 
ilm laws of the United States is considered as granting an equivalent 
exemption for purposes of the exclusion from gross income of the earn- 
ings of foreign aircraft. ... 

(b) Taw conventions. — Income of any kind which is exempt irom 
United States tax under the provisions of a tax convention or treaty 
to which the United States is a party shall not be included in the gross 
income of a nonresident alien individual. Income on which the tax 
is limited by tax convention shall, however, be included in the gross 
income of such an individual if it is not otherwise excluded from gross 
income. See §§ 1.871-7 (e) and 1.894-1. ^ 

(c) Other exclusions.— Income which is from sources without the 
United States, as determined under the provisions of sections 861 to 
864, inclusive, and the regulations thereunder, or under the provisions 
of an applicable tax convention, shall not be included in the gioss 
income of a nonresident alien individual. To determine specihc ex- 
clusions in the case of other items which are from sources whhin the 
United States, see the applicable sections of the Internal Eevenue 
Code of 1954. 


§ 1.873 Statutory Provisions ; Deductions. 

BKO. 873. DEDUCTIONS. 

(a) Genehal EuLn—In the case of a nonresident alien individual the 
deductions shall be allowed only if and to the extent that they are con- 
nocted wia from sources wlthiu the United States; and the proper 
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apportionment and allocation of the deductions with respect to sources of 
income within and without the United States shall be determined as pro- 
vided in part I, under regulations prescribed by the Secretary or his delegate. 

(b) Losses. — 

(1) The deduction, for losses not connected with the trade or busi- 
ness if incurred in transactions entered into for profit, allowed by 
section 165(c) (2) (relating to losses) shall be allowed whether or not 
connected with income from sources within the United States, but only 
if the profit, if such transaction had resulted in a profit, would be taxable 
under this subtitle. 

(2) The deduction for losses of property not connected with the trade 
or business if arising from certain casualties or theft, allowed by sec- 
tion 165(c) (3), shall be allowed whether or not connected with income 
from sources within the United States, but only if the loss is of property 
within the United States. 

(c) Ohaeitable Contbibutions. — The deduction for charitable contri- 
butions and gifts provided by section 170 shall be allowed whether or not 
connected with income from sources within the United States, but only as 
to contributions or gifts made to domestic corporations, or to community 
chests, funds, or foundations, created in the United States. 

(d) Personal Exemption. — In the case of a nonresident alien individual 
who is not a resident of a contiguous country, only one exemption under 
section 151 shall be allowed as a deduction. 

(e) Standard Deduction. — For disallowance of standard deduction, see 
section 142(b) (1). 

§ 1.873-1 Deductions Allowed Nonresident Alien Individuals. — 
(a) General provisions, — (1) Allocation of deductions, — In computing 
the taxable income of a nonresident alien individual the deductions 
otherwise allowable shall be allowed only if, and to the extent that, 
they are connected with income from sources within the United States. 
No deduction shall be allowed in respect of any item, or portion there- 
of, which is not connected with income from such sources. For this 
purpose, the proper apportionment and allocation of the deductions 
with respect to sources of income within and without the United 
States shall be determined as provided in sections 861 to 864, inclusive, 
and the regulations thereunder, except as may otherwies be provided 
by tax convention. Thus, from the items of gross income specifically 
from sources within the United States and from the items allocated 
thereto under the provisions of section 863(a) , there shall be deducted 
(i) the expenses, losses, and other deductions which are connected 
with those items of income and are properly apportioned or allocated 
thereto, and (ii) a ratable part of any other expenses, losses, or deduc- 
tions wdiich are connected with those items of income but cannot defi- 
nitely fee allocated to some item or class of gross income. The ratable 
part shall be based upon the ratio of gross income from sources within 
the United States to the total gross income. See §§ 1.861-8 and 1,863-1. 
In the case of income partly from within and partly from without the 
United States the expenses, losses, and other deductions connected 
with income from sources within the United States shall also be de- 
ducted in the manner prescribed by §§ 1.863-2 through 1.863-5 in 
order to ascertain under section 863 the portion of the taxable income 
attributable to sources within the United States. 

(2) Personal exemptions, — The deductions for the personal exemp- 
tions allowed by section 161 or 642(b) shall not be taken into account 
for purposes of subparagraph (1) of this paragraph but shall be 
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allowed to the extent provided by paragraphs (b) and (c) of this 
section. 

(3) Adjusted gross income. — The adjusted gross income of a non- 
resident alien individual shall be the gross income from sources within 
the United States, determined in accordance with § 1.871—7, minus 
the deductions prescribed by section 62 to the extent such deductions 
are allowed under this section in computing taxable income. 

(4) Standard deduction. — The standard deduction shall not be 
allowed in computing the taxable income of a nonresident alien indi- 
vidual. See section 142(b) (1) and the regulations thereunder. 

(5) Exempt income. — No deduction shall be allowed under this 
section for the amount of any item or part thereof allocable to a class 
or classes of exempt income, including income exempt by tax con- 
vention. See section 265 and the regulations thereunder. 

(b) No United States business. — (1) Income of not more than 
$15^00 — ;(i) Deduction for losses only. — A. nonresident alien indi- 
vidual within class 1 shall not be allowed any deductions other than 
the deduction for losses from sales or exchanges of capital assets deter- 
mined in the manner prescribed by paragraph (b) (4) (vii) of § 1.871-7. 
Thus, an individual within this class shall not be allowed any deduc- 
tions for the personal exemptions otherwise allowed by section 151 
or 642(b). 

(ii) Source of losses. — Notwithstanding the provisions of section 
873(b) (1), losses^ from sales or exchanges of capital assets shall be 
allow^ed under this subparagraph only if allocable to sources within 
the United States. See paragraph (b) (4) (i) of § 1.871-7. 

(2) Aggregate more than $15^4.00. — (i) Deductions alloioed. — In 
computing the income subject to tax under section 1 or section 1201 (b) , 
a nonresident alien individual within class 2 shall be allowed deduc- 
tions to the extent prescribed by paragraph (c) (3) of § 1.871-7, but 
subject to the limitations of this section. For this purpose, the deduc- 
tion for the personal exemptions shall be allowed in accordance wuth 
subdivision (iii) of this subparagraph. 

(ii) Deductions disallowed. — In computing the minimum tax pre- 
scribed by section 871 (b) (3) , that individual shall not be allowed any 
deductions other than the deduction for losses from sales or exchanges 
of capital assets determined in the manner prescribed by paragraph 
(b) (4) (vii) of § 1.871-7. For this purpose, the deductions for the 
personal exemptions shall not be allowed. See paragraph (c) (4) of 
§1.871-7. 

(iii) Personal exemptions. — ^Wlien the deductions for personal ex- 
emptions are allowed under this subparagraph, only one exemption 
under section 151 shall be allowed in the case of an individual who 
is not a resident of Canada or Mexico. A resident of either of those 
countries shall be allowed all the exemptions granted by section 151 
to the extent prescribed therein. An estate or trust, whether or not 
a resident of Canada or Mexico, shall determine its deduction for the 
personal exemption in accordance with section 642(b) and the reg- 
ulations thereunder. 

(iv) Source of losses. — ^Notwithstanding the provisions of section 
873(b), losses from sales or exchanges of capital assets shall be al- 
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lowed under this subparagraph only if allocable to sources within 
the United States. See paragraph (c) (3) (i) of § 1.871—7. 

(3) Election to be taxed on a net basis , — Notwithstanding the 
other provisions of this paragraph, a nonresident alien individual 
within class 1 or 2 shall be allowed the deductions allowed by para- 
graph (c) of this section, if pursuant to a tax convention he is en- 
titled, and does elect, to be subject to United States tax on a net basis 
as though he were engaged in trade or business within the United 
States through a permanent establishment situated therein, 

(c) United States business, — (1) Deductions in general , — For 
purposes of computing the income subject to tax, a nonresident alien 
individual within class 3 shall be allowed deductions to the extent 


prescribed by paragraph (d) of § 1.871—7, but subject to the limita- 
tions of this section. For this purpose, the deductions for the per- 
sonal exemptions shall be alloTved in accordance with subparagraph 
(3) of this paragraph. 

(2) Special deductions , — Notwithstanding the rule of source pre- 
scribed in paragraph (a) of this section, an indiviclual within class 
3 shall be allowed the following deductions whether or not they are 
connected with income from sources within the United States : 

(i) Losses on transactions for projit , — Any loss sustained during 
the taxable year and not compensated for by insurance or otherwise, 
if incurred in any transaction entered into for profit, though not con- 
nected with a trade or business, shall be allowed to the extent al- 
lowed by section 165(c) (2), but only if and to the extent tliat the 
pront, if the transaction had resulted in a profit, would be taxable 
to such individual. Losses allow^ed under this subdivision shall be 
deducted in full, as provided in §§ 1.861-8 and 1.863-1, when the 
pioiit from the transaction, if it had resulted in a profit, would. 
imder the provisions of section 861(a) or 863(a), have been tax- 
abie 111 full as income from sources within the United States : but 
siiall be deducted under the provisions of § 1.863-3 when the profit 
roiii the transaction, if it had resulted in profit, woulcl have been 
taxable only in part. 

t losses.— A 2 \j loss of property not connected with a 

-ntfi sustained during the taxable year and not coinpen- 

insurance or otherwise, if the loss arises from hre, storm, 
dupwiech, or other casualty, or from theft, shall be allowed to the 

be^SiStPrUf subdivision shall 
7 ^ in full, as provided m §§ 1.861-8 and 1.863-1, from the 

heinl SrnSf sections 861(a) and 863(a) as 

5-eater thaifll e States; Lt, if 

durtS fmm h I ^ those Items, the unabsorbed loss shall be de- 

to sooLs rtUnX nnr<r State P™™ions ol § 1.863-3 

tritaLSV4°.JteTo??‘”,”'r??'' ior charitable con- 

datioas crealSin “ruS okeste, funds, or foun- 

eisoml e:i,ew,ptums. Only one esemption under section 151 
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shall be allowed in the case of an individual who is not a resident of 
Canada or Mexico. A resident of either of those countries shall be 
allowed all the exemptions granted by section 151 to the extent pre- 
scribed therein. An estate or trust, whether or not a resident of Can- 
ada or Mexico, shall determine its deduction for the personal exemp- 
tion in accordance with section 642(b) and the regulations thereunder. 

§ 1.8T4: Statutory Provisions; Allowance oe Deductions and 
Credits. 

SEC. 874. ALLOWANCE OP DEDUCTIONS AND CREDITS.- 

(a) Return Prerequisite to Allowance. — nonresident alien indi- 
vidual shall receive the benefit of the deductions and credits allowed to 
him in this subtitle only by filing or causing to be filed a true and accurate 
return of his total income received from all sources in the United States, 
in the manner prescribed in subtitle P (sec. 6001 and following, i-elating 
to procedure and administration), including therein all the information 
which the Secretary or his delegate may deem necessary for the calculation 
of such deductions and credits. This subsection shall not be construed to 
deny the credits provided by sections 31 and 32 for tax withheld at the 
source. 

(b) Tax Withheld at Source. — The benefit of the deduction for exemp- 
tions under section 151 may, in the discretion of the Secretary or his 
delegate, and under regulations prescribed by the Secretary or his delegate, 
be received by a nonresident alien individual entitled thereto, by filing a 
claim therefor with the withholding agent. 

(c) Foreign Tax Credit Not Allowed. — ^A nonresident alien individual 
shall not be allowed the credits against the tax for taxes of foreign coun- 
tries and possessions of the United States allowed by section 901, 

§ 1.87 4—1 Allowance of Deductions and Credits to Nonresident 
Alien Individuals. — (a) Return required. — A nonresident alien in- 
dividual shall receive the benefit of the deductions and credits allowed 
to him with respect to the income tax, only if he files or causes to be 
filed with the district director (or, if applicable, with the Director of 
International Operations), in accordance with section 6012 and the 
regulations thereunder, a true and accurate return of his total income 
received from all sources within the United States. This paragraph 
shall not be construed, however, to deny the credits provided by sec- 
tions 31 and 32. 

(b) Tax on gross income. — If a return is not so filed, the tax shall 
be collected on the basis of gross income, determined in accordance 
with § 1.871-7 but without regard to any deductions otherwise allow- 
able, and the only credits allowable against the tax so computed shall 
be those allowed by sections 31 and 32. This paragraph shall apply 
even though the tax determined, in accordance with § 1.871-7 has 
been fully satisfied at the source. See also § 1.872-1. 

(c) Return hy district director. — ^If a nonresident alien individual 
has various sources of income within the United States, so that from 
any one source, or from all sources combined, the amount of income 
shall call for the assessment of a tax greater than that withheld at the 
source in the case of that individual, and a return of income has not 
been filed by him or on his behalf, the district director (or, if appli- 
cable, the Director of International Operations) shall (1) cause a re- 
turn of income to be made, (2) include therein the income described in 
§ 1.871-7 of that individual from all sources concerning which he has 

§ L874-l(c) 
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information, and (3) assess the tax and. collect it from one or more of 
those sources of income within the United States, without allowance 
for deductions or credits (other than the credits provided by sections 
31 and 32). . .... 

(d) Alien resident of Puerto Rico , — This section shall not apply to 
a nonresident alien individual who is a bona fide resident of Puerto 
Rico during the entire taxable year. See § 1.876-1. 


§ 1.875 Statutory Provisions ; Partnerships. 

SEC. 875. pahtnehships. 

For purposes of this subtitle, a nonresident alien individual shall ho 
considered as being engaged in a trade or business within the United States 
if the partnership of which he is a member is so engaged. 


§ 1.875-1 Partnerships. — Whether a nonresident alien individual 
who is a member of a partnership is taxable in accordance with subsec- 
tion (a), (b), or (c) of section 871 may depend on the status of the 
partnership. A nonresident alien individual who is a member of a 
partnership which is not engaged in trade or business within the 
United States is subject to the provisions of section 871 (a) or (b) , as 
the case may be, depending on whether or not lie receives during the 
taxable year an aggregate of more than $15,400 gross income described 
in section 871(a), if he is not otherwise engaged in trade or business 
within the United States. A nonresident alien individual wdio is a 
member of a partnership which at any time within the taxable year is 
engaged in trade or business within the United States is considered as 
being engaged in trade or business within the United States and is 
therefore taxable under section 871(c). For definition of wdiat the 
term ‘^partnership” includes, see section 7701(a) (2) and the regula- 
tions thereunder. The test of whether a xiartnership is engaged in 
trade or business within the United States is the same as in the case 
of a nonresident alien individual. See § 1.871-8. 

§ 1.876 Statutory Provisions ; Alien Residents op Puerto Rico. 
SEC. 876. alien RESIDENTS OP PUERTO RICO. 

(a) No Application to Certain Alien Residents Gif’ PuEitTO Rico. — This 
subpart shall not apply to an alien individual who is a bona fide resident 
of Puerto Rico during the entire taxable year, and such alien shall be 
subject to the tax imposed by section 1. 

(h) Cross Reference. — For exclusion fi'om gross income of income de- 
rived from sources wdthin Puerto Rico, see section 933. 


§ 1.876-1 j^iEN Residents of Puerto Rico.— (a) General . — A 
nonresident alien individual who is a bona J&de resident of Puerto 
Rico during the entire taxable year is, in accordance with the pro- 
visions of section 876, subject to tax under section 1 or, in the alterna- 
tive, under section 1201(b) in generally the same manner as in the 
case of an alien resident of the United States. See §§ 1.1-1 (b) and 
imposed upon the taxable income of such a I'esi- 
clent ot Jr'uerto Rico, determined in accordance with section 63(a) 
and thereunder, from sources both within and without 

^ le united States, except that under the provisions of section 933 

than amounts 

received for services performed as an employee of the United States 
§ 1.874-l(d) 
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or any agency thereof) is excluded from gross income. For deter- 
mming tne form of return to be used by such an individual, see section 
6012 and the regulations thereunder. 

(b) Exceptions. -Though subject to the tax imposed by section 1, 
a nonresident alien individual who is a bona fide resident of Puerto 
Fico during his entire taxable year shall nevertheless be treated as a 
nonresident alien for the purpose of many provisions of the Internal 
Kevenue Code of 1954 relating to nonresident alien individuals. 
Thus, for example, such a resident of Puerto Eico is not allowed to 
compute his tax in accordance with the optional tax table (sec- 
tion 4(d) (1) ) ; is not allowed the standard deduction (section 142(b) 
(1) ) ; is not allowed a deduction for a “dependent” who is a resident 
of Puerto Eico unless the dependent is a citizen of the United States 
(section 152(b) (3) ) ; is subject to withholding of tax at source under 
chapter 3 (sections 1441(d) and 1451(e) ) ; is generally not subject to 
the collection of income tax at source on wages (section 3401(a) (6) ) ; 
is not alloAved to make a joint return or a joint declaration of esti- 
mated tax (sections 6013(a) (1) and 6015(b) ) ; must pay his estimated 
tax on or before the 15th day of the fourth month of the taxable year 
(sections 6015(a), 6073(a) , and 6153(a) (1)) ; and must pay his in- 
come tax on or before the 15th day of the 6th month following the 
close of the taxable year (sections 6072(c) and 6151(a) ). 

(c) Credits against tax. — The credits allowed by section 31 (relat- 
ing to tax withheld on wages) , section 32 (relating to tax withheld at 
source on nonresident aliens), section 33 (relating to taxes of foreign 
countries) , section 34 (relating to dividends received by individuals), 
and section 35 (relating to partially tax-exempt interest) shall be 
allowed against the tax computed in accordance with this section. 
No credit shall be allowed under section 37 in respect of retirement 
income. 

§ 1.877 Statutouy Provision's; Certain- Foreign Exempt Or- 
ganizations. 

SEO. 877. FOREIGN EDUCATIONAL, CHARITABLE, AND CERTAIN 
OTHER EXEMPT ORGANIZATIONS. 

For special provisions relating to unrelated business income of foreign 
educational, charitable, and other exempt trusts, see section 512(a). 

Foreign Corporations 

§ 1.881 Statutory Provisions; Tax on Foreign Corporations 
Not Engaged in Business in the United StxITes. 

SEC. 881. TAX ON FOREIGN CORPORATIONS NOT ENGAGED IN 
BUSINESS IN UNITED STATES. 

(a) Imposition op Tax. — In the case of every foreign corporation not 
engaged in trade or business within the United States, there is hereby 
♦ imposed for each taxable year, in lieu of the taxes imposed by section 11, 
a tax of 30 percent of the amount received from sources within the United 
States as interest (except interest on deposits with persons carrying on the 
banking business), dividends, rents, salaries, wages, premiums, annuities, 
compensations, remunerations, emoluments, or other fixed or determinable 
annual or periodical gains, profits, and income (including amounts described 
in section 631(b) and (c) which are considered to be gains from the sale 
or exchange of capital assets). 


§ 1.881 
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(b) Doubling of Tax. — For doubling of tax on corporations of certain 
foreign countries, see section 891, 


§ 1.881-1 Taxation of Foreign Corporations. — (a) Glasses of 
foreign corporations. — For purposes of the income tax, foreign cor- 
porations are divided into two classes, namely, nonresident foreign 
corporations and resident foreign corporations. A nonresident foreign 
corporation is a foreign corporation which is not engaged in trade 
or business within the United States at any time during the taxable 
year. A resident foreign corporation is a foreign corporation which, 
at some time during the taxable year, is engaged in trade or business 
within the United States. See also section 7701 and the regulations 
thereunder. 

(b) Manner of taxing. — A foreign corporation, whether resident or 
nonresident, is taxable only on income derived from sources within 
the United States, to the extent indicated in § 1.881-2 or § 1.882-1. 

(c) Meaning of terms. — For the meaning of the term “engaged in 
trade or business within the United States’’, as used in this section, 
see § 1.871-8. For the definition of the term “foreign corporation’’, 
see section 7701(a) (3) and (5) and the regulations thereunder. 

(d) Corporations included as foreign. — The following corporations 
shall be included as foreign corporations for purposes of this section : 

(1) A foreign life insurance company not carrying on an insurance 
business within the United States, as described in section 816(b) 
(section 807(b) in the case of taxable years beginning before Janu- 
ary 1, 1955) ; 

(2) A foreign mutual insurance company (other than a life or 
marine insurance company or a fire insurance company subject to the 
tax imposed by section 831) not carrying on an insurance business 
within the United States, as described in section 821(d) ; and 

^ (3) A foreign insurance company (other than a life or mutual 
insurance company), a foreign mutual mai*ine insurance company, 
and a foreign mutual fire insurance company, not carrying on an 
insurance business within the United States, as described in section 
831 (b). 

(e) Other provisions applicable to foreign corporations.^ — (1) In- 
surance companies.— Y oy the taxation of foreign insurance companies 
carrying on an insurance business within the United States, see sec- 
tions 816(a) (section 807(a) in the case of taxable years beginning 

thereunder 822(e), and 832(d), and the regulations 

J2) Accumulated earnings tax.—Yox the imposition of the accumu- 
lated earnings tax upon the accumulated taxable income of a foreign 
corporation, whether resident or nonresident, formed or availed of 
under^ purposes, see section 532 and the regulations there- 


(8) Personal holding company tax.— Fox the imposition of the per- 
sonal holding company tax upon the undistributed personal holdinr*' 
company income of a foreign corporation, whether resident or nom 
resident see sections 541 and 546 and the regulations thereunder. 

(4) p oreign personal holding companies. — For the mandatoiw in- 

nndki'rPwf of United States shareholders of the 

undistributed foreign personal holding company income of a foreign 
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personal holding company, see section 661 and the regulations 
thereunder. 

§ ^ 1.881-2 Tax oisr Noxresjdent Foreiok Coreoratioxs. — (a) Im- 
position of tax, — Except as otherwise provided by paragraph (f) of 
this section, a nonresident foreign corporation is not subject to the 
tax imposed by section 11 or 1201(a) but, pursuant to the provisions 
of section 881(a) , is liable to a flat tax of 30 i)ercent upon the aggre- 
gate of the amounts determined under paragraphs (b) and (c) of 
this section and received during the taxable year from sources 
within the United States. For this purpose the source of the income 
shall be determined in accordance with the provisions of § 1.882-2. 
For the purposes of section 881(a), “amount received” means “gross 
income”. 

(b) Fixed or determinable annual or periodical income. — The tax 
of 30 percent applies to the gross amount received as fixed or deto- 
minable annual or periodical gains, profits, and income. Specific 
items of fixed or determinable annual or periodical income are enu- 
merated in section 881(a) as interest (except interest on deposits 
with persons carrying on the banking business), dividends, mnts^ 
salaries, wages, premiums, annuities, compensations, remunerations, 
and emoluments, but other fixed or determinable annual or periodi- 
cal gains, profits, and income are also subject to the tax as, for in- 
stance, royalties. As to the determination of fixed or determinable 
annual or periodical income, see paragraph (a) of § 1.1441-2. For 
special rules treating gain on the disposition of section 306 stock as 
fixed or determinable annual or periodical income, see section 306(f) 
and the regulations thereunder. 

(c) Amounts considered to be capital gains. — The tax of 30 per- 
cent also applies, pursuant to the provisions of section 88r(a), to 
aniounts received during the taxable year from sources within the 
United States which are described in section 631(b) and (c) and are 
considered to be gains from the sale or exchange of caj)ital assets. 
Thus, the tax applies to gain recognized under specified circumstances 
on the disposal of timber and coal and considered in accordance with 
section 1231 to be gain from the sale or exchange of a capital asset. 

(d) and other deductions.— In computing the income sub- 

ject to tax under this section no deduction shall be allowed for any 
loss sustained during the taxable year, even though the loss is taken 
into account under section 1231 in determining whether the gam is 
considered to be gain from the sale or exchange of a captial asset. 
For the general disallowance of deductions in computing the tax 
under this section, see paragraph (a) (1) of § 1.882-3. ^ , 

(e) Credit against tax.— The credit allowed by section 32 (relat- 
ing to tax withheld at source on foreign corporations) shall be allowed 
a<^ainst the tax computed in accordance with this section. 

Treaty income.— If the gross income of a nonresident foreign 
V / - ^ ■ o 1 ji. ± — income, the tax 

in a manner con- 
1.871-7 in the case 


corporation consists oi ootn rreauy anu. 
liability for the taxable year shall be determined 
sistent with that prescribed by paragraph (e) of § 
of a nonresideiit alien individual. 
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§ 1.882 Statutoey Pkovisiois'S ; Tax ox Eesidext Foreigk Corpo- 
rations. 

SEC. 882. TAX ON RESIDENT FOREIGN CORPORATIONS. 

(a) Imposition of Tax.— A foreign corporation engaged in trade or 
business witMn the United States shall be taxable as provided in section 11. 

(b) Geoss Income.— In the case of a foreign corporation, gross income 
includes only the gross income from sources within the United States. 

(c) Allowance of Deductions and Credits. — 

(1) Deductions allowed only if return filed. — A foreign corpora- 
tion shall receive the benefit of the deductions allowed to it in this sub- 
title only by filing or causing to be filed with the Secretary or his delegate 
a true and accurate return of its total income received from all sources 
in the United States, in the manner prescribed in subtitle F, including 
therein all the information which the Secretary or his delegate may 
deem necessary for the calculation of such deductions. 

(2) Allocation of deductions. — In the case of a foreign corporation 
the deductions shall be allowed only if and to the extent that they are 
connected with income from sources within the United States ; and the 
proper apportionment and allocation of the deductions with respect to 
sources within and without the United States shall be determined as 
provided in part I, under regulations prescribed by the Secx’etary or his 
delegate. 

(3) Charitable contributions. — The deduction for charitable con- 
tributions and gifts provided by section 170 shall be allowed whether or 
not connected with income from sources within the United States. 

(4) Foreign tax credit. — Foreign corporations shall not be allowed 
the credits against the tax for taxes of foreign countries and possessions 
of the United States allowed by section 901. 

(d) Returns of Tax by Agent. — If any foreign corporation has no 
office or place of business in the United States but has an agent in the 
United States, the return required under section 6012 shall be made by the 
agent 

§ 1.882-1 Tax on Eesident Foreign Corporations. — (a) Gen- 
eral. — (1) Imposition of tax. — ^Except as otherwise provided by sub- 
paragraph (7) of this paragraph, a resident foreign corporation is, in 
accordance with section 882 (a), subject to tax as prescribed by para- 
graphs (b) and (c) of this section or, in the alternative, to the tax 
imposed by section 1201(a). 

(2) Taxable income. — For purposes of this section, the taxable in- 
come of a resident foreign corporation includes only the taxable in- 
come from sources within the Ihiited States, determined in accordance 
with the provisions of sections 63 (a), 861 to 864, inclusive, 882, and 
88^, and the regulations thereunder. 

(3) Credit against tax. — The credit allowed by section 32 (relating 
to tax withheld at source on foreign corporations) shall be allowed 
against the tax computed in accordance with this section. 

(4) Changes in tax rate. — For provisions respecting the effect of 
any change in rate of tax during the taxable year, see section 21 and 
the regulations thereunder. 

(5) Declarations of estimated tax. — ^Every foreign corporation 
which for its taxable year expects to be subject to tax under this sec- 
tion shall make a declaration of estimated tax in accordance with 
the provisions^ of section 6016 and the regulations thereunder 

, (6) Consolidated returns. — )Except in the case of certain corpora- 
tions organized under the laws of Canada or Mexico and maintained 
solely for the purpose of complying with the laws of such country as 

§ 1.882 
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to title and operation of property, a foreign corporation is not an in- 
cludible corporation for purposes of the privilege of making a con- 
solidated return by an affiliated group of corporations. See § 1.1502-2 

(b) (1) and (3). 

(7) Treaty income. — If the gross income of a resident foreign cor- 
poration consists of both treaty and iiontreaty income, the tax liability 
for the taxable year shall be determined in a manner consistent "with 
that prescribed by paragraph (e) of § 1.871-7 in the case of a non- 
resident alien individual. 

(b) Normal tax. — resident foreign corporation is liable to the 
normal tax imposed by section 11 (b). See that section and the regu- 
lations thereunder. 

(c) Surtax. — A resident foreign corporation is also liable to the 
surtax imposed by section 11 (c) . See that section and the regulations 
thereunder. 

§ 1.882-2 Gross Income op Foreign Corporations. — (a) United 
States sources. — The gross income of a foreign corporation, whether 
resident or nonresident, includes only the gross income from sources 
within the United States. Except as may otherwise be provided by 
tax convention, the sources of the income for that purpose shall be 
determined in accordance with the provisions of section 861 to 864, 
inclusive, and the regulations thereunder. 

(b) Nonresident foreign corf orations. — The gross income of a non- 
resident foreign corporation consists only of the items of income 
specified in section 881 (a) and described in § 1.881-2. 

(c) Resident foreign corporations. — (1) Gross income not limited 
to specified items. — The gross income of a resident foreign corporation 
is not limited to the items of income specified in section 881 (a) but 
includes every item of gross income which, in accordance with para- 
graph (a) of this section, is treated as gi'oss income from sources 
within the United States. See also paragraph (a) (2) of § 1.882-1. 

(2) Income from sale of property. — The gross income of a resident 
foreign corporation shall, subject to the provisions of paragraph (a) 
of this section, include gains' derived from the sale or exchange of 
capital assets, gains from hedging transactions, and profits derived 
from the sale within the United States of personal property or from 
the sale of real property located therein. 

(3) Exchange transactions. — ^Even though a foreign corporation 
may not be engaged in trade or business within the United States 
through the effecting of certain transactions in stocks, securities, or 
commodities, as described in paragraph (b) of § 1.871-8, nevertheless 
it shall, subject to the provisions of paragraph (a) of this section, 
be required to include in gross income the gains and profits from 
those transactions if at any time during the taxable year it has other- 
wise engaged in trade or business within the United States. 

(d) Exclusions. — For exclusions from gross income see § 1.883-1. 

1.882-3 Deductions Allowed Foreign Corporations. — (a) Non- 
resident foreign corporations. — (1) General. — For purposes of com- 
puting the tax imposed by section 881 (a) and described in § 1.881-2, 
a nonresident foreign corporation shall not be allowed any deductions, 

§ 1.882-3(a)(l) 
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since the tax is imposed upon the gross amount received from sources 
vithin the United States. 

(2) Election to he taxed on a net basis, — Notwithstanding the pro- 
risions of subparagraph (1) of this paragarph, a nonresident foreign 
corporation shall be allowed the deductions allowed by paragraph (b) 
of this section, if pursuant to a tax convention it is entitled, and does 
elect, to be subject to United States tax on a net basis as though it 
were engaged in trade or business within the United States through 
a permanent establishment situated therein. 

(b) Resident foreign corporations, — (1) General. — For purposes 
of computing the income subject to tax, a resident foreign corpora- 
tion shall be allowed deductions to the extent prescribed by paragraph 
(a) (2) of § 1.882-1, but subject to the limitations of tliis paragraph. 

(2) Allocation of deductions , — In computing the taxable income of 
a resident foreign corporation the deductions otherwise allowable shall 
be allowed only if, and to the extent that, they are connected with 
income from sources within the United States. For this purpose, the 
proper apportionment and allocation of the deductions with respect 
to sources of income within and without the United States shall be 
determined in the same manner as provided in paragraph (a) (1) of 
§ 1.873-1 with respect to nonresident alien individuals- 
^ (3) Special deductions , — The special deductions allowed by sec- 
tion 241 (relating to the deductions for partially tax-exempt interest, 
dividends received, etc.) in the case of a corporation shall be taken 
mto account for purposes of subparagraph (2) of this paragraph, 
inus, th^e deductions shall be allowed only in respect of amounts 
included m gross income pursuant to § 1.882-2. 

(4) Exempt iwome.—^o deduction shall be allowed under this 
paragraph for the amount of any item or part thereof allocable to a 
Class or classes of exempt income, including income exempt by tax 
conrenbon. ^ See section 265 and the regulations thereunder. 

(5) ChantabU Notwithstanding the rule of source 

in subparagraph (2) of this paragraph^ a resident foreign 
S deduction for charitable contribu- 
te p 6 ‘h® extent allowed by section 170, whether or not 

SKtes * connected with income from sources within the United 


< a! Deductions to Foreign Corporations. — 

I /oretyn corporattons.-- As indicated in § 1.882-3, a 
ti ft foreign corporation is not allowed any deductions 

faucn a corporation electing under a tax convention to be subiect to 
nm™ prescribed obtained by filing a return of income^in the 

p.^ap'k>Klf ■? convention. See 

T.ni-1 foreign corporations.~(l) Return neoessaru — A 

thi benefit of the deStioM 

the rpo-nlctHATic.tn 1 ^.ccordance with section 6012 and 

cnmn wr-a'i ^ f hereuuder, a true and accurate return of its total in 
conn leceived from all sources within the United States^ ‘ ^ 
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(2) Tax on gross income, — If a return is not so filed, the tax shall 
be collected on the basis of gross income, determined in accordance 
with § 1.882—1 but without regard to any deductions otherwise allow- 
able. 

(3) Return hy district director . — ^If a resident foreign corpora- 
tion has various sources of income within the United States and a 
return of income has not been filed by it or on its behalf, the district 
director shall (i) cause a return of income to be made, (ii) include 
therein the income described in § 1.882—1 of that corporation from all 
sources concerning which he has information, and (iii) assess the tax 
ancl collect it from one or more of those sources of income within the 
United States, without allowance for any deductions. 

§ 1.883 Statutory Provisions; Exclusions From Gross Income. 

SEC. 883. EXCLUSIONS EHOM GROSS INCOME. 

The following items shall not be included in gross income of a foreign 

corporation, and shall be exempt from taxation under this subtitle : 

(1) Ships under foreign flag. — Earnings derived from the operation 
of a ship or ships documented under the laws of a foreign country which 
grants an equivalent exemption to citizens of the United States and to 
corporations organized in the United States. 

(2) Aircraft of foreign registry, — Earnings derived from the opera- 
tion of aircraft registered under the laws of a foreign country which 
grants an equivalent exemption to citizens of the United States and to 
corporations organized in the United States. 

§ 1.883-1 Exclusioks From Gross Income of Foreign Corpora- 
tions. — (a) Earnings of foreign ships or aircraft. — (1) Basic rule . — 
So much, of the income from sources within the United States of a 
foreign corporation as consists of earnings derived from the operation 
of a ship or ships documented, or of aircraft registered, under the 
laAvs of a foreign country which grants an equivalent exemption to 
citizens of the XJnited States nonresident in that foreign country and 
to corporations organized in the United States shall not be included 
in gross income. 

(2) E gui/oalent exemption . — (i^ Ships. — A foreign country which 
either imposes no income tax, or, m imposing that tax, exempts from 
taxation so much of the income of a citizen of the United States non- 
resident in that foreign country and of a corporation organized in 
the United States as consists of earnings derived from the operation 
of a ship or ships documented under the laws of the United States is 
considered as granting an equivalent exemption for purposes of the 
exclusion from gross income of the earnings of a foreign ship or ships. 

(ii) Aircraft. — foreign country which either imposes no income 
tax, or, in imposing that tax, exeiimts from taxation so much of the 
income of a citizen of the United States nonresident in that foreign 
country and of a corporation organized in the United States as consiks 
of earnings derived from the operation of aircraft registered under the 
laws of the United States is considered as granting an equivalent 
exemption for purposes of the exclusion from gross income of the 
earnings of foreign aircraft. 

(b) Tcko conventions . — Income of any kind which is exempt from 
United States tax under the provisions of a tax convention or treaty 
to which the United States is a party shall not be included in the 

§ 1.883-1 (b) 
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gross income of a foreign corporation. Income on which the tax is 
limited by tax convention shall, however, be included in the gross 
income of such a corporation if it is not otherwise excluded from 
gross income. See §§ 1.881-2 (f), 1.882-1 (a) (7), and 1.894-1. 

(c) Other exclusions . — Income which is from sources without the 
United States, as determined under the provisions of sections 861 
to 864, inclusive, and the regulations thereunder, or under the pro- 
visions of an applicable tax convention, shall not be included in the 
gross income of a foreign corporation. To determine specific exclu- 
sions in the case of other items which are from sources within the 
United States, see the applicable sections of the Internal Kevenue Code 
of 1954. 

§ 1.884 Statutory Provisions; Cross Eererences. 

SBC. 884. CKOSS RBFEEENOES. 

(1) For witliliolding at source of tax on income of foreign corpora- 
tions, see section 1442. 

(2) For rules applicable in determining whether any foreign corpora- 
tion is engaged in trade or business within the United States, see sec- 
tion 871 (c). 

(3) For special provisions relating to foreign insurance companies, 
see subchapter L (sec. 801 and following). 

(4) For special provisions relating to unrelated business income of 
foreign educational, charitable, and certain other exempt organizations, 
see section 512(a). 


Miscellaneous Provisions 

§ 1.891 Statutory Provisions; Doubling of Kates of Tax on 
Citizens and Corporations of Certain Foreign Countries. 

SEC. 891. DOUBLING OF BATES OP TAX ON CITIZENS AND 
COBPORATIONS OF CERTAIN FOREIGN COUNTRIES. 

Whenever the President finds that, under the laws of any foreign country, 
citizens or corporations of the United States are being subjected to dis- 
criminatory or extraterritorial taxes, the President shall so proclaim and 
the rates of tax imposed by sections 1, 3, 11, 802, 811, 821, 831, 852, 871, and 
881 shall, for the taxable year during which such proclamation is made 
and for each taxable year thereafter, be doubled in the case of each citizen 
and corporation of such foreign country ; but the tax at such doubled rate 
shall be considered as imposed by such sections as the case may be. In no 
case shall this section operate to increase the taxes imposed by such sec- 
tions (computed without regard to this section) to an amount in excess of 
SO percent of the taxable income of the taxpayer (computed without regard 
to the deductions allowable under section 151 and under part VIII of 
subchapter B ) . Whenever the President finds that the laws of any foreign 
country with respect to which the President has made a proclamation under 
the preceding provisions of this section have been modified so that dis- 
criminatory and extraterritorial taxes applicable to citizens and corporations 
of the United States have been removed, he shall so proclaim, and the pro- 
visions of this section providing for doubled rates of tax shall not apply 
to any citizen or corporation of such foreign country with respect to any 
taxable year beginning after such proclamation is made. 

[Sec. 891 as amended in respect of taxable years beginning after Decem- 
ber 31, 1954, by sec. 5 (6), Life Insurance Company Tax Act for 1955] 
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§ 1.892 Statutokt Provisions ; Income of Foreign Governments 
AND OF International Organizations. 

SEC. 892. INCOME OF FOREIGN GOVERNMENTS AND OP INTER- 
NATIONAL ORGANIZATIONS. 

The income of foreign governments or international organizations re- 
ceived from investments in the United States in stocks, bonds, or other 
domestic securities, owned by such foreign governments or by international 
. organizations, or from interest on deposits in banks in the United States 
of moneys belonging to such foreign governments or international organi- 
zations, or from any other source within the United States, shall not he 
included in gross income and shall be exempt from taxation under this 
subtitle. 

§ 1.892-1 Income of Foreign Governments and International 
Organizations. — (a) Foreign governments, — The exemption of the 
income of foreign governments applies also to their political subdivi- 
sions. Any income collected by foreign governments from investments 
in the United States in stocks, bonds, or other domestic securities which 
are not actually owned by, but are loaned to, such foreign governments 
is subject to tax. 

(b) International organizations, — (1) Exempt from tax. — Subject 
to the provisions of section 1 of the International Organizations Im- 
munities Act (the provisions of which section are set forth in para- 
graph (b) (3) of § 1.893-1), the income of an international organiza- 
tion (as defined in section 7701(a) (18) ) received from investments in 
the United States in stocks, bonds, or other domestic securities, owned 
by such international organization, or from interest on deposits in 
banks in the United States of moneys belonging to such international 
organization, or from any other source within the United States, is 
exempt from Federal income tax. 

(2) Income received prior to Presidential designation, — An organ- 
ization designated by the President through appropriate Executive 
order as entitled to enjoy the privileges, exemptions, and immunities 
provided in the International Organizations Immunities Act may en- 
joy the benefits of the exemption with respect to income of the pre- 
scribed character received by such organization prior to the date of 
the issuance of such Executive order, if (i) the Executive order does 
not provide otherwise and (ii) the organization is a public interna- 
tional organization in which the United States participates, pursuant 
to a treaty or under the authority of an Act of Congress authorizing 
such participation or making an appropriation for such participation, 
at the time such income is received. 

§ 1.893 Statutory Provisions ; Compensation of Employees of 
Foreign Governments or International Organizations. 

SEO. 893. COMPENSATION OF EMPLOYEES OP FOREIGN GOVERN- 
MENTS OR INTERNATIONAL ORGANIZATIONS. 

(a) Rule fob Exclusion. — Wages, fees, or salary of any employee of 
a foreign government or of an international organization (including a 
consular or other officer, or a non-diplomatic representative), received as 
compensation for official services to such government or international organi- 
zation shall not be included in gross income and shall be exempt from 
taxation under this subtitle if — 

(1) such employee is not a citizen of the United States, or is a citizen 
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of tlie Eepublic of tlie Philippines (whether or not a citizen of the United 
States) ; and 

(2) in the case of an employee of a foreign government, the services 
are of a character similar to those performed by employees of the (5ov- 
ernment of the United States in foreign countries ; and 

(3) in the case of an employee of a foreign government , the foreign 
government grants an equivalent exemption to employees of the Govern- 
ment of the United States performing similar services in such foreign 
country. 

(b) Cestificate by Seceetaey of State. — The Secretary of State shall 
certify to the Secretary of the Treasury the names of the foreign countries 
which grant an equivalent exemption to the employees of the Government 
of the United States performing services in such foreign countries, and the 
character of the services performed by employees of the Government of 
the United States in foreign countries. 


§ 1.893-1 Compensation of Employees of Fokeign Governments 
OR InterNxVtional Organizations. — (a) Employees of foreign gov- 
ernmenis . — (1) Exempt from tax. — Except to the extent that tlie ex- 
emption is limited by the execution and filing of the waiver provided 
for ill section 247(b) of the Immigration and Nationality Act, all 
employees of a foreign government (including consular or other offi- 
cers, or nondiplomatic representatives) who are not citizens of the 
United States, or are citizens of the Eepublic of the Philippines 
( wlietlier or not citizens of the United States) , are exempt from Fed- 
eral income tax with respect to wages, fees, or salaries received by 
them as compensation for official services rendered to such, foreign 
government, provided (i) the services are of a character similar to 
those performed by employees of the Government of the United States 
in that foreign country and (ii) the foreign government whose em- 
ployees are claiming exemption grants an equivalent exemption to 
employees of the Government of the United States performing similar 
services in that foreign country. 

{^) Certijlcate ly Secretary of State.— Section 893(b) provides 
mat the Secretary of State shall certify to the Secretary of the 
Tieasury the names of the foreign countries which gi’ant an eouiva- 
knt exemption to the employees of the Government of the United 
btates performing services in such foreign countries, and the char- 
acter ot the services performed by employees of the Government of 
the united btates m foreign countries. 

(3) Items not The income received by employees of for- 

eign governments from sources other than their salaries, fees or 
wages, referred to m subparagraph (1) of this paragraph, is subioct 
to h ederal income tax. ^ a x. ■> j 


(4) Immiffration and Nationality Section 247(b) of the 

Immigration and Nationality Act provides as follows • 

accrue to Urn beeaule of the rcauisltlL ^ otherwise 
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(5) Effect of waiver.— An employee of a foreign government v.-ho 
executes and tii^s with the Attorney General the waiver px'ovided for 
in section 247 (b) of the Immigration and Nationality Act thereby 
waives tli6 6X6mptioii conferred by section 893 of tlie Internal Rev- 
enue Code of 1954. As a consequence, that exemption does not apply 
to income received by that alien after the date of filing of the waiver. 

(6) Citizens of the United States, — The compensation of citizens of 
the United States _ ( other than those who are also citizens of the Re- 
public of the Philippines) who are officers or employees of a foreign 
government is not exempt from income tax pursuant to this para- 
graph. But see section 911 and the regulations thereunder. 

(b) E^nployees of inteTuational organizations. — (1) Exempt 
ta ^, — Except to the extent that the exemption is limited by the execu- 
tion and filipg of the waiver provided for in section 247 (b) of the 
Iminigration and Nationality Act, and subject to the provisions of 
sections 1, 8, and 9 of the International Organizations Immunities 
Act, wages, fees, or salary of any officer or employee of an interna- 
tional organization (as defined in section 7701(a) (18)) received as 
compensation for official services to that international organization is 
exempt from Federal income tax, if that officer or employee (i) is not 
a citizen of the United States or (ii) is a citizen of the Republic of 
the Philippines (whether or not a citizen of the United States). 

(2) Income earned prior to executive action, — An individual of the 
prescribed class who receives wages, fees, or salary as compensation for 
official services to an organization designated by the President through 
appropriate Executive order as entitled to enjoy the privileges, exemp- 
tions, and immunities provided in the International Organizations 
Immunities Act and who has been duly notified to, and accepted by, the 
Secretary of State as an officer or employee of that organization, or 
who has been designated by the Secretary of State, prior to formal 
notification and acceptance, as a prospective officer or employee of 
that organization, may enjoy the benefits of the exemption with respect 
to compensation of the prescribed character earned by that individual, 
either prior to the date of the issuance of the Executive order, or prior 
to the date of the acceptance or designation by the Secretary of State, 
for official services to that organization, if (i) the Executive order does 
not provide otherwise, (ii) the organization is a public international 
organization in which the United States participates, pursuant to a 
treaty or under the authority of an act of Congress authorizing such 
participation or making an appropriation for such paiticipation, at the 
time the compensation is earned, and (iii) the individual is an officer 
or employee of that organization at that time. 

(3) International Organizations Immunities Act. — Sections 1, 8, 
and 9 of the International Organizations Immunities Act provide in 
part as follows : 

Section 1. For the purposes of this title [International Organizations Immuni- 
ties Act], tlie term “international organization” means a public international 
organization in which the United States participates pursuant to any treaty 
or under the authority of any Act of Congress authorizing such participation 
or mailing an appropriation for such participation, and which shall have been 
designated by the President through appropriate Executive order as being en- 
titled to enjoy the privileges, exemptions, and immunities herein provided. The 
President shall be authorized, in the light of the functions performed by any 
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siicli international organization, by appropriate Executive order to withhold or 
withdraw from any such organization or its officers or employees any of the privi- 
leges, exemptions, and immunities provided for in this title (including the amend- 
ments made by this title) or to condition or limit the enjoyment by any such 
organization or its officers or employees of any such privilege, exemption, or 
immunity. The President shall be authorized, if in his judgment such action 
should be justified by reason of the abuse by an international organization or its 
officers and employees of the privileges, exemptions, and immunities herein 
provided or for any other reason, at any time to revoke the designation of any 
international organization under this section, whereupon the international organi- 
zation in question shall cease to be classed as an international organization for 
the purposes of this title. 

Sec. 8 . (a) No person shall be entitled to the benefits of this title [Inter- 
national Organizations Immunities Act] unless he (1) shall have been duly 
notified to and accepted by the Secretary of State as a * officer, or em- 
ployee; or (2) shall have been designated by the Secretary of State, prior to for- 
mal notification and acceptance, as a prospective '*• officer, or employee ; 

(b) Should the Secretary of State determine that the continued presence in 
the United States of any person entitled to the benefits of this title is not de- 
sirable, he shall so inform the * * * international organization concerned * * *, 
and after such person shall have had a reasonable length of time, to be deter- 
mined by the Secretary of State, to depart from the United States, he shall cease 
to be entitled to such benefits. 

(c) No person shall, by reason of the provisions of this title, be considered 
as receiving diplomatic status or as receiving any of the privileges incident 
thereto other than such as are specifically set forth herein. 

Sec. 9. The privileges, exemptions, and immunities of international organi- 
zations and of their officers and employees * * * provided for in this title 
[International Organizations Immunities Act], shall be granted notwithstanding 
the fact that the similar privileges, exemptions, and immunities granted to a 
foreign government, its officers, or employees, may be conditioned upon the 
existence of reciprocity by that foreign government : Provided, That nothing con- 
tained in this title shall be construed as precluding the Secretary of State from 
withdrawing the privileges, exemptions, and immunities herein provided from 
persons who are nationals of any foreign country on the ground that such country 
is failing to accord corresponding privileges, exemptions, and immunities to 
citizens of the United States. 

(4:) Effect of xoaiver, — ^An officer or employee of an international 
organization who executes and files with the Attorney General the 
waiver provided for in section 247 (b) of the Immigration and Na- 
tionality Act thereby waives the exemption conferi*ed by section 893 
of the Internal Eevenue Code of 1954. As a consequence, that ex- 
emption does not apply to income received by that individual after 
the date of filing of the waiver. 

(5) Citizens of the United States. — -The compensation of citizens 
of the United States (other than those who are also citizens of the 
Republic of the Philippines) wdio are officers or employees of an 
international organization is not exempt from income tax pursuant to 
this paragraph. But see section 911 and the regulations thereunder. 

(c) Tax conventions^ consular conventions^ and international agree- 
ments. — (1) Exemption dependent upon internal revenue laios . — ^A 
tax convention or consular convention between the United States and 
a foreign country, which provides that the United States may include 
in the tax base of its residents all income taxable under the internal 
revenue laws, and which makes no sjiecific exception for the income 
of the employees of that foreign government, does not provide any 
exemption (with respect to residents of the United States) beyond 
that which is provided by the internal revenue laws. Accordingly, 
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the eliect of the execution and filing of a waiver under section 247 (b) 
of the Immigration and Nationality Act by an employee of a foreign 
government which is a party to such a convention is to subject the 
employee to tax to the same extent as provided in paragraph (a) (5) 
of this section with respect to the waiver of exemption under sec- 
tion 893. 

(2) Exemftion not dependent upon internal revenue laws . — If a 
tax convention, consular convention, or international agreement pro- 
vides that compensation paid by the foreign government or interna- 
tional organization to its employees is exempt from Federal income 
tax, and the application of this exemption is not dependent upon the 
provisions of the internal revenue laws, the exemption so conferred 
is not affected by the execution and filing of a waiver under section 
247(b) of the Immigration and Nationality Act. For examples of 
exemptions which are not affected by the Immigration and Nationality 
Act, see article X of the income tax convention between the United 
States and the United Kingdom (60 Stat. 1383) ; article IX, section 
9(b), of the Articles of Agreement of the International Monetary 
Funcl (60 Stat. 1414) ; and article VII, section 9(b), of the Articles 
of Agreement of the International Bank for Eeconstruction and De- 
velopment (60 Stat. 1458). 

§ 1.894 Statutory Provisions; Income Exempt Under Treaty. 

SEC. 894. INCOME EXEMPT UNDER TREATY. 

Income of anv kind, to the extent required by any treaty obligation of 
the United States, shall not be included in gross income and shall be exempt 
from taxation under this subtitle. 

§ 1.894—1 Income Exempt Under Treaty. — Income of any kind, 
to the extent required by any treaty obligation of the United States, 
shall not be included in gross income and shall be exempt from in- 
come tax. A tax convention shall be considered as a treaty for this 
purpose. See §§ 1.871— 7(e), 1.881-2(f), or 1.882— 1(a) (7) for the 
manner of computing the tax liability of a nonresident alien individ- 
ual or foreign corporation whose gross income includes income on 
which the tax is limited by tax convention. 


INCOME PROM SOURCES WITHOUT THE UNITED STATES 
Foreign Tax Credit 

§ 1.901 Statutory Provisions ; Taxes of Foreign Countries and 
OF Possessions of United States; Allowance of Credit. 

SEC 901 TAXES OF FOREIGN COUNTRIES AND OF POSSESSIONS 
OP UNITED STATES. 

(a) Allowance of Credit.— If the taxpayer chooses to have the benefits 
of this subpart, the tax imposed by this chapter shall, subject to the 
tion of section 904, be credited with the amounts provided m the applicable 
paragraph of subsection (b) plus, in the case of a corporation, the taxes 
deemed to have been paid under section 902. Such choice may be made or 
changed at any time prior to the expiration of the 

mnto- a claim for credit or refund of the tax against which the credit 
is allowable. The credit shall not be allowed against the tax imposed by 
section 531 (relating to the tax on accumulated earnings), against the 
adchTonaft^^^^^^ the taxable year under section 1333 (relating 

§ 1.901 



338 


to war loss recoveries), or against the personal holding company tax im- 
posed by section 541. 

(b) Amount Allowed. — Subject to the limitation of section 904, the 
following amounts shall be allowed as the credit under subsection (a) : 

(1) Citizens and domestic coepoeations. — In the case of a citizen 
of the United States and of a domestic corporation, the amount of any 
income, war profits, and excess profits taxes paid or accrued during the 
taxable year to any foreign country or to any possession of the United 
States; and 

(2) Resident of the united states oe pueeto eico. — In the case of 
a resident of the United States and in the case of an individual who is a 
bona fide resident of Puerto Rico during the entire taxable year, the 
amount of any such taxes paid or accrued during the taxable year to 
any possession of the United States ; and 

(3) Alien eesident of the united states oe pueeto eico. — In the 
ease of an alien resident of the United States and in the case of an alien 
individual who is a bona fide resident of Puerto Rico during the entire 
taxable year, the amount of any such taxes paid or accrued during the 
taxable year to any foreign country, if the foreign country of which such 
alien resident is a citizen or subject, in imposing such taxes, allows a 
similar credit to citizens of the United States residing in such country ; 
and 

(4) Paetneeships and estates. — In the case of any ndividual de- 
scribed in paragraph (1), (2), or (3), who is a member of a partnership 
or a beneficiary of an estate or trust, the amount of his proportionate 
share of the taxes (described in such paragraph) of the partnership or 
the estate or trust paid or accrued during the taxable year to a foreign 
country or to any possession of the United States, as the case may be. 

(c) Corpoeations Treated as Poeeign. — ^Por purposes of this subpart, 
the following corporations shall be treated as foreign corporations : 

(1) a corporation entitled to the benefits of section 931, by reason of 
receiving a large percentage of its gross income from sources within a 
possession of the United States ; and 

(2) a corporation organized under the China Trade Act, 1922 (15 
U.S.O., chapter 4), and entitled to the deduction provided in section 941. 

(d) Cross Refeeence. — 

(1) For deductions of income, war profits, and excess profits taxes 
paid to a foreign country or a possession of the United States, see sec- 
tion 164. 

(2) For right of each partner to make election under this section, 
see section 703(b). 

(3) For right of estate or trust to the credit for taxes imposed by 
foreign countries and possessions of the United States under this section, 
see section 642(a) (2). 

1.901-1 AXiLOWANCE OF Credit. FOR Taxes. — (a) In general, — 
Citizens of the United States, domestic corporations, and certain aliens 
resident in the United States or Puerto Eico may choose to claim a 
credit, as provided in section 901, against the tax imposed by chapter 
1 for taxes paid or accrued to foreign countries and possessions of the 
United States, subject to the conditions prescribed in the following 
subparagraphs : 

(1) Citizen of the United States, — citizen of the United States, 
whether resident or nonresident, may claim a credit for (i) the 
amount of any income, war profits, and excess profits taxes paid or 
accrued during the taxable year to any foreign country or to any 
possession of the United States; and (ii) his share of any such taxes 
of a partnership of which he is a member, or of an estate or trust of 
which he is a beneficiary. 

(2) DorriestiG corporation, — K. domestic corporation may claim a 
credit for (i) the amount of any income,, war profits, and excess 
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piofits taxes paid or accrued during the taxable year to any foreign 
country or to any possession of the United States; and (ii) the taxes 
deemed to have been paid under section 902. 

(0) A.lie'yi Tesident of the United States ot Puerto Rico. — An alien 
resident of the United States, or an alien individual who is a bona 
nde resident of Puerto Pico during the entire taxable year, may claim 
a credit for — 

(1) The amount of any income, war profits, and excess profits taxes 
paid or accrued during the taxable year to any possession of the 
United States; 

(ii) The amount of any such taxes paid or accrued during the 
taxable year to any foreign country, if the foreign country of which 
such alien^ resident is a citizen or subject, in imiDosing such taxes, 
allows a similar credit to citizens of the United States residing in 
such country ; and 

(iii) His share of any such taxes of a partnership of which he is 
a member, or of an estate or trust of wPich he is a beneficiary, paid 
or accrued during the taxable year, 

{a) To any foreign country, if the foreign country of which such 
alien resident is a citizen or subject, in imposing such taxes, allows 
a similar credit to citizens of the United States residing in such 
country, or 

(6) To any possession of the United States, as the case may be. 

(b) Foreign countries which satisfy the similar credit require- 
ment. — (1) Tames of foreign country of which alien resident is citizen 
or subject. — A foreign country of which an alien resident is a citizen 
or subject allows a similar credit, within the meaning of section 901 
(b) (3) , to a United States citizen residing in such country either — 

(1) If such country allows him a credit against its income taxes for 
the amount of income taxes paid or accrued to the United States ; or 

(ii) If, in imposing such taxes, such country exempts from taxa- 
tion the income received by him from sources within the United 
States (as determined under sections 861 through 864). 

(2) Tames of foreign country other than one of which alien resi- 
dent is citizen or subject. — ^An alien resident of the United States may 
claim a credit for income taxes paid or accrued by him to a foreign 
country other than the one of which he is a citizen or subject if the 
country of which he is a citizen or subject either — 

(i) Allow^s a credit to a United States citizen residing therein for 
income taxes paid or accrued by him to such other foreign country ; or 

(ii) In imposing its income taxes, exempts from taxation the in- 
come of a United States citizen residing therein from sources within 
such other foreign country. 

(c) Deduction denied if credit claimed. — If a taxpayer chooses 
with respect to any taxable year to claim a credit for taxes to any 
extent, such choice will be considered to apply to income, war 
profits, and excess jirofits taxes paid or accrued in such taxable year 
to all foreign countries and possessions of the United States, and 
no portion of any such taxes shall be allow^ed as a deduction from 
gross income in such taxable year or any succeeding taxable year. 
See section 164(b) (6). 

(d) Period during which election can be made or changed. — The 
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taxpayer may, with respect to a particular taxable year, claim the 
benefits of section 901 (or change such choice if previously made)^ at 
any time prior to the expiration of the period prescribed for making 
a claim for credit or refund of the tax against which the credit is 
allowable. See section 6511 (a) and (d)(3). 

(e) Joint return. — In the case of a husband and wife making a 
joint return, credit for taxes paid or accrued to any foreign country 
or to any possession of the United States shall be computed upoii 
the basis of the. total taxes so paid by or accrued against the spouses. 

(f) Taxes against which credit not allowed. — The credit for taxes 
shall be allowed only against the tax imposed by chapter 1 but it 
shall not be allowed against the following taxes imposed under that 
chapter : 

(1) The tax on accumulated earnings imposed by section 531; 

(2) The personal holding company tax imposed by section 541; 

(3) The additional tax relating to war loss recoveries imposed by 
section 1333. 

(g) Taxpayers to whom credit not allowed. — Among those to whom 
the credit for taxes is not allowed are the following : 

(1) A foreign corporation (see section 882 (c)^ (4) ) ; 

(2) A China Trade Act corporation (see section 942) ; 

(3) A citizen or domestic corporation entitled to the benefits ox 
the exemption provided by section 931 for income from possessions 
of the United States (see section 931(g) ) ; 

(4) A nonresident alien, other than an alien individual who is 
a bona fide resident of Puerto Rico during the entire taxable year 
(see sections 874 (c) and 901 (b) (3) ) ; 

(5) A citizen of a possession of the United States (except Puerto 
Rico) who is not otherwise a citizen of the United States and who 
is not a resident of the United States and persons who are inhabi- 
tants of the Virgin Islands (see section 932) . 

(h) Taxpayers denied credit in a particular taxable year. — Tax- 
payers who are denied the credit for taxes for particular taxable 
years are the following : 

(1) An individual who elects to pay the optional tax imposed by 
section 3, or one wdio elects under section 144 to take the standard 
deduction (see section 36) ; 

(2) A taxpayer who elects to deduct taxes paid or accrued to any 
foreign country or possession of the United States (see section 164) ; 

(3) A regulated investment company which has exercised the 
election under section 853. 

§ 1.901-2 Defixitiok. — ( a) The term ^^mount of any income, 
war profits, and excess profits taxes paid or accrued during the tax- 
able year” means taxes proper, paid or accrued during the taxable 
year on behalf of the taxpayer claiming credit. ISTo credit is given 
lor amomits representing interest or penalties. 

(b) As used in sections 901-905, inclusive, the term “foreign coun- 
try” means any foreign state or pohtical subdivision thereof, or any 
foreign political entity, which levies and collects income, war profits, 
or excess profits taxes" 
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jt 901—905, inclusive, the term “any possession 

oi the Umted States”^ includes Guam, Puerto Eico and the Virgin 
Islaiids. l>ut see section 931 and the regulations thereunder. 

(d) The principles of sections 861 through 864 and the regulations 
thereundei shall apply in determining the sources of income for the 
purposes of sections 901-905, inclusive. 

(e) For definitions generally, see section 7701 and the regulations 
thereunder. 

§ 1.902 Statutoky Provisions; Credit for Corporate Stock- 
holder IN Foreign Corporation. 

SEC. 902. credit FOR CORPORATE STOCKHOLDER IN FOREIGN 
CORPORATION. 

(a) Treatment of Taxes Paid by Foreign Corporation. — ^For purposes 
of this subpart, a domestic corporation whicli owns at least 10 percent of 
tile voting stock of a foreign corporation from wMcli it receives dividends 
in any taxable year shall be deemed to have paid the same proportion of 
any income, war profits, or excess profits taxes paid or deemed to be paid by 
such foreign corporation to any foreign country or to any possession of the 
United States, on or with respect to the accumulated profits of such foreign 
corporation from which such dividends were paid, which the amount of 
such dividends bears to the amount of such accumulated profits. 

(b) Foreign Subsidiary of Foreign Corporation. — If such foreign cor- 
poration owns 50 percent or more of the voting stock of another foreign 
corporation from which it receives dividends in any taxable year, it shall 
be deemed to have paid the same proportion of any income, war profits, 
or excess profits taxes paid by such other foreign corporation to any foreign 
country or to any possession of the United States, on or with respect to the 
accumulated profits of the corporation from which such dividends were 
paid, which the amount of such dividends bears to the amount of such 
accumulated profits. 

(c) Applicable Rules. — 

(1) The term “accumulated profits”, when used in this section in 
reference to a foreign corporation, means the amount of its gains, profits, 
or income in excess of the income, war pjofits, and excess profits taxes 
imposed on or with respect to such profits or income ; and the Secretary 
or his delegate shall have full power to determine from the accumulated 
profits of what year or years such dividends were paid, treating dividends 
paid in the first 60 days of any year as having been paid from the 
accumulated profits of the preceding year or years (unless to his satis- 
faction shown otherwise), and in other respects treating dividends as 
having been paid from the most recently accumulated gains, profits, or 
earnings. 

(2) In the case of a foreign corporation, the income, war profits, and 
excess profits taxes of which are determined on the basis of an account- 
ing period of less than 1 year, the word “year” as used in this subsection 
shall be construed to mean such accounting period. 

( d ) Special Rules for Certain Wholly-Owned Foreign Corporations. — , 
For purposes of this subtitle, if — 

(1) a domestic corporation owns, directly or indirectly, 100 percent 
of all classes of outstanding stock of a foreign corporation engaged in 
manufacturing, production, or mining, 

(2) such domestic corporation receives property in the form of a 
royalty or compensation from such foreign corporation pursuant to any 
form of contractual arrangement under which the domestic corporation 
agrees to furnish services or property in consideration for the property 
so received, and 

(3) such contractual arrangement provides that the property so re- 
ceived by such domestic corporation shall be accepted by such domestic 
corporation in lieu of dividends and that such foreign corporation shall 
neither declare nor pay any dividends of any kind in any calendar year in 
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wMcli sncli property is paid to such domestic corporation by such foreign 
corporation, 

then the excess of the fair market value of such property so received by 
such domestic corporation over the cost to such domestic corporation of the 
property and services so furnished by such domestic corporation shall be 
treated as a distribution by such foreign corporation to such domestic 
corporation, and for purposes of section 301, the amount of such distribu- 
tion shall be such excess, in lieu of any amount otherwise determined under 
section 301 without regard to this subsection ; and the basis of such property 
so received by such domestic corporation shall be the fair market value of 
such property, in lieu of the basis otherwise determined under section 
301(d) without regard to this subsection. 

§ 1.902-1 Taxes OF Foreign Corporation. — (a) Domestic corf ora- 
tion owning stoch of a foreign corporation . — In the case of a domestic 
corporation which owns at least 10 percent of the voting stock of a 
foreign corporation from which it receives dividends in any taxable 
year, the credit for foreign taxes includes the income, war profits, and 
excess profits taxes deemed to have been paid by such domestic cor- 
poration. The amount of taxes so deemed to have been paid by the 
domestic corporation is determined by taking the same proportion of 
any income, war profits, and excess profits taxes paid or accrued to any 
foreign country or to any possession of the United States by such 
foreign corporation, on or with respect to the accumulated profits^ of 
such foreign corporation from which such dividends were paid, which 
the amount of any such dividends received bears to the amount of such 
accumulated profits. If dividends are received from more than one 
such foreign corporation, the taxes deemed to have been paid by the 
domestic corporation are computed separately for the dividends re- 
ceived from each such foreign corporation. If the credit for foreign 
taxes includes taxes deemed to have been paid, the taxpayer must fur- 
nish the same information with respect to such taxes as it is required 
to furnish with respect to the taxes actually paid or accrued by it. 
Taxes paid or accrued by such a foreign corporation are deemed to 
have been paid by the domestic corporation for purposes of credit 
only. For other limitations on the amount of credit, see § 1.904—1. 

(b) Foreign corporation owning stoch of another foreign corpora- 
tion. — If any foreign corporation (hereafter in this paragraph re- 
ferred to as the former corporation) coming within the scope of para- 
graph (a) of this section owns 50 percent or more of the voting stock 
of another foreign corporation (hereafter in this paragraph referred 
to as the latter corporation) from which it receives dividends in any 
taxable year, the former corporation shall be deemed to have paid that 
proportion of any income, war profits, and excess profits taxes paid or 
accrued to any foreign country or to any possession of the United 
States by the latter corporation, on or with respect to the accumulated 
profits of such latter corporation from which such dividends were 
paid, which the amount of such dividends bears to the amount of such 
accumulated profits. Such tax so deemed to have been paid shall then 
be taken into consideration in determining the amount of income, war 
profits, and excess profits taxes paid or deemed to have been paid by 
the former corporation to any possession or foreign country on or with 
respect to its own accumulated profits from which the dividends were 
paid by such corporation to the domestic corporation. 

(c) Source of income of foreign subsidiaries and country to which 

§ 1.902-«l(a) 



343 


taw is deemed to have heen paid.—For the purpose of section 904, divi- 
dends of a foreign corporation (at least 10 percent of whose voting 
stock is owned by a domestic corporation) shall be deemed to have 
been derivecl from sources within the foreign country or possession of 
the United States in which such foreign corporation is incorporated, 
to the extent that under section 862 (a) (2) such dividends are treated 
as income from sources without the United States. In addition, all 
income, war profits, and excess profits taxes paid or deemed to have 
been paid by such foreign corporation to any foreign country or pos- 
session of the United States shall be deemed to have been paid to the 
country or possession under whose laws such foreign corporation is 
incorporated. 

(d) [Reserved.] 


§ 1.902-2 Special Rules for Payments from Certain Wholly- 
Owned Foreign Corporations. — (a) Qualif^eations . — Section 902(d) 
provides a special rule for the purpose of allowing credit in accord- 
ance with section 902(a) for foreign taxes in the case of dividends 
jiaid by certain foreign corporations. Certain payments made by a 
wholly-owned foreign subsidiary to its domestic parent corporation 
shall be treated, to the extent prescribed^ in section 902(d) and 
paragraph (b) of this section, as distributions by the foreign cor- 
l^oration to the domestic corporation for purposes of subtitle A and 
thus for purposes of the foreign tax credit of the domestic parent. 
In order for the payments to qualify for the treatment provided by 
section 902(d) all the following conditions must be met: 

(1) The domestic corporation must own (directly or indirectly) 
100 percent of all classes of outstanding stock of a foreign corpora- 
tion which is engaged in manufacturing, production, or mining. 

(2) Such domestic corporation must receive property (including 
money) in the form of a royalty, or of compensation, from such 
foreign corporation pursuant to any form of contractual arrange- 
ment under which the domestic corporation agrees to furnish serv- 
ices or property in consideration for the property so received from 


the foreign corporation. 

(3) Such contractual arrangement inust provide that 
so received by such domestic corporation shall be accepted by such 
domestic corporation in lieu of dividends and that such foreign coi- 
portion shall neither declare nor pay any clividends of any kind 
in any calendar year in which such property is paid to the domestic 
corporation by such foreign corporation. 

(b) Amount and nature of distribution,— hi cases where section 
902(d) applies, the excess of the fair market value of the property 
so recmved in lieu of dividends by the domestic corporation over the 
cost to it of the property and services so furnished by it shall be 
treated as a distribution of property by the foreign corporation to 
which section 301 applies. For purposes of section 301 (relating to 
distributions of property by a corporation to a shareholder) ^ 
amount of such distribution m lieu of 

of the fair market value (on the date of distribution) of the prop- 
ertv received by the domestic corporation over the cost or the prop 
S? S services furnished by it, in lieu of any amount otherwise 
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determined under section 301 without regard to section 902(d). 
However, the amount determined under the preceding two sentences 
cannot exceed the amount which would constitute a dividend for 
the purposes of subtitle A, and thus for the purposes of section 
902(a), if such excess had been declared and paid as a dividend by 
such foreign corporation. Any adjustment to the earnings and 
profits of the foreign corporation because of such distribution of 
property shall be made only in accordance with the provisions of 
section 312. The basis of the property so received by the domestic 
corporation shall be the fair market value of such property (on the 
date of distribution), in lieu of the basis otherwise determined under 
section 301(d) without regard to section 902(d) . 

(c) lUrntration of principles , — The application of the principles 
of section 902(d) may be illustrated by the following example: 

Example. A, a domestic corporation, has owned since J anuary 1, 
1950, 100 percent of all classes of outstanding stock of B, a foreign 
corporation engaged in the mining of certain ore (not constituting 
inventory assets as defined in section 312(b) (2) (A) ). On Febru- 
ary 1, 1950, A and B entered into a contractual arrangement un- 
der which A agreed to furnish technical services to B in considera- 
tion of a royalty payment by B of ten percent of the ore mined. The 
contractual arrangement further provides that the ore received by 
A shall be accepted in lieu of dividends and that B shall neither 
declare nor pay any dividends of any kind in any calendar year 
in which such ore is paid to A. In 1955, the cost to A of the tech- 
nical services furnished under the contractual arrangement is $30,000. 
The ore received by A during 1955, had an adjusted basis in the 
hands of B of $40,000, an da fair market value of $100,000. The eaim- 
ings and profits of B accumulated as of the close of 1955, are $200,000. 
Under these facts A has received from B in 1955 a distribution under 
section 902(d) of $70,000 ($100,000 minus $30,000), which is in- 
cludible in the gross income of A as a dividend in that amount. A is 
deemed to have paid, to the extent provided in section 902(a) , for- 
eign income taxes imposed on B on or with respect to the accumu- 
lated profits of B from w^hich such dividend of $70,000 was paid. The 
basis of A of the ore received is $100,000, its fair market value. The 
accumulated earnings and profits of B shall be reduced by $28,000 

X $40,000) , i. e., that portion of the adjusted basis (in the 

hands of B immediately prior to the distribution) of the property 
distributed which is allocable to the distribution. 

§ 1.903 Statutory Provisions; Credit eor Taxes in Lieu oe In- 
co3tiE, ETC., Taxes. 

SEC. 903. CREDIT FOR TAXES IN LIEU OF INCOME, ETC., TAXES. 

For purposes of this subpart and of section 164(b), the term “income, 
war profits, and excess profits taxes” shall include a tax paid in lieu of 
a tax on income, war profits, or excess profits otherwise generally imposed 
by any foreign country or by any possession of the United States. 

§ 1.903—1 DEFiNrnoN of Taxes in Lieu of Income, War Profits, 
OR Excess Profits Taxes. — ( a) In general, — -For the purposes of 
sections 901 through 905, inclusive, and section 164(b) (6), the term 
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^^income, war profits, and excess profits taxes’’ includes a tax im- 
l)osed by statute or decree by a foreign country or by a possession of 
the United States if— . ^ ^ j i 

(1) Such country or possession has in force a general income tax 
law, 

(2) ^ The taxpayer claiming the credit would, in the absence of a 
specific provision applicable to such taxpayer, be subject to such 
general income tax, and 

(3) Such general income tax is not imposed upon the taxpayer 
thus subject to such substituted tax. 

(b) Example, — The application of section 903 may be illustrated 
by the following example : 

Example, ^ The A Corporation does business in X country, which 
imposes an income tax upon substantially a taxable income base. 
The ascertainment of taxable income, though not the determination 
of gross income, from sources in X country is found administratively 
difficult. The X country, by decree, provides that corporations 
circumstanced as was the A Corporation would, in lieu of the in- 
come tax at the rate of 20 percent otherwise payable, be subject to 
tax at the rate of 10 percent upon the amount of gross income from 
X country. In accordance -with such decree the A Corporation paid 
X country the sum of $25,000 in 1955 with respect to its tax liability 
to the X country for the year 1954. Such amount, subject to the 
applicable limitations, is available as a credit to the A Corporation 
as foreign income, war profits, or excess profits taxes against the 
United States tax liability for the year 1954. 

§ 1.904: Statutory Provisions; Limitation on Credit. 

SEC. 904. LIMITATION ON CREDIT. 

(a) Limitation. — The amount of the credit in respect of the tax paid 
or accrued to any country shall not exceed the same proportion of the tax 
against which such credit is taken which the taxpayer’s taxable income 
from sources within such country (but not in excess of the taxpayer’s 
entire taxable income) bears to his entire taxable income for the same 
taxable year. 

(b) TAXABI.E Income for Purpose of Computing Limitation.— For 
purposes of computing the limitation under subsection (a), the taxable 
income in the case of an individual, estate, or trust shall be yomputed with- 
out any deduction for personal exemptions under section 151 or 64..- (u). 

§ 1.904-1 Limitation on Credit for Foreign Taxes— (a) Gen- 
ei^al , — The amount allowable as a credit for income or profits taxes 
paid or accrued to a foreign country or a possession of tl^ uiuted. 
States is subject to the limitation prescribed in section 904. ihis 
limitation provides that the credit for such tastes paid or accrued 
( including those deemed to have been paid) to each foreign country 
or possession of the United States may not exceed that proportion oi 
the tax against which credit is taken which the taxpayers taxable 
income from sources within such country or possession (put not in 
excess of taxpayer’s entire taxable income) bears to his entire taxable 

income for the same taxable year. 

(b) Special computation of taxable income.—fFoi: purposes or com- 
puting the limitation under paragraph (a), the taxable income m 

§ 1.904-1 (b) 



346 


tlie case of an individual, estate, or trust shall be^ computed without 
any deduction for personal exemptions under sections 151 or 642(b). 

(c) Illustration of prindfles , — The operation of this limitation on 
the credit for foreign taxes paid or accrued may be illustrated by the 
following examples: 

Exam fie (i). The credit for foreign taxes allowable for 1954 in 
the case of X, an unmarried citizen of the United States who in 1954 
received the income shown below and had three exemptions under 
section 151, is $14,904, computed as follows : 

Taxable income (computed without deductions for personal exemp- 
tions) from sources within the United States $50,000 

Taxable income (computed without deductions for personal exemp- 
tions) from sources within Great Britain 25,000 


Total taxable income • 

United States income tax (based on taxable income computed with 

the deductions for personal exemptions) 

British income and profits taxes 

Limitation under section 904 ^ 7 ! ^ ^ of e$44,712) 

Credit for British income and profits taxes (total British income and 
profits taxes, reduced in accordance with the limitation under sec- 
tion 904) 


$75,000 

44,712 

18,000 

14,904 


14,904 


Example {^). Assume the same facts as in example (1) except 
that the sources of X’s income and taxes paid are as shown below. 
The credit for foreign taxes allowances to X is $13,442.40, computed 
as follows : 


Taxable income (computed without deductions for personal exemp- 
tions) from sources within the United States $50,000 

Taxable income (computed without deductions for personal exemp- 
tions) from sources within Great Britain 15,000 

Taxable income (computed without deductions for personal exemp- 
tions) from sources within Canada 10,000 


Total taxable income $75,000 

United States income tax (based on taxable income computed with 

the deductions for personal exemptions) 44,712 

British income and profits taxes 10,800 

Limitation on British income and profits taxes under section 904 

8,942.40 

Credit for British income and profits taxes (limited under section 

904) 8,942.40 

Canadian income and profits taxes 4,500 

Limitation on Canadian income and profits taxes under section 904 



Credit for Canadian income and profits taxes (total Canadian income 
and profits taxes, since such amount does not exceed the limitation 

under section 904) 4,500 

Total amount of credit allowable (sum of credits — $8,942.40 plus 
$4,500) 13,442.40 


Example (3). A domestic corporation realized taxable income 
in 1954 in the amount of $100,000, consisting of $50,000 from United 
States sources and dividends of $50,000 from a French corporation, 
20 percent of whose voting stock it owned. The French corporation 

L904-1(€) 



347 


paid income and profits taxes to France on its income and in addi- 
tion paid a dividend tax for the account of its shareholders on in- 
come distributed to them, the latter tax being witliheld and paid 
at the source. The domestic corporation’s credit for foreign taxes 
is $23,250, computed as follows : 


Taxable income from sources within the United States $50,000 

Taxable income from sources within France 50,000 


Total taxable income $100,000 

United States income tax 46,500 

Dividend tax paid at source to France 19,000 

Income and profits taxes deemed under section 902 to have been paid 
to Prance, computed as follows: 

Dividends received from French corporation during 1954. . $50,000 

Income of French corporation during 1954 200,000 

Income and profits taxes paid to Prance on $200,000 30,000 

Accumulated profits ($200,000 minus $30,000) 170,000 

French taxes applicable to accumulated profits distributed : 



Total income and profits taxes paid and deemed to have been 

paid to Prance $26,500 

Limitation under section 904 



Credit for French income and profits taxes (limited under section 904) 23,2o0 

(d) Joint return. — In the case of a husband and wife making a 
joint return, the limitation prescribed by section 904 upon the credit 
for taxes paid or accrued to any foreign country or to any possession 
of the United States shall be apj)lied with respect to the aggregate 
taxable income from sources within each such country or possession, 
and the aggregate taxable income from all sources, of the spouses. 

§ 1.905 Statutory Provisions; Applicable Rules, 

SBC. 905. APPLICABLE BULBS. 

(a) Year in Which Credit Taken.— T he credits provided in this sub- 
part may, at the option of the. taxpayer and irrespective of the method of 
accounting employed in keeping his books, be taken in the year in ^ny^u 
the taxes of the foreign country or the possession of the United States 
accrued, subject, however, to the conditions prescribed in subsection (c). 

If the taxpayer elects to take such credits in the year in which the taxes 
of the foreign country or the possession of the United States accrued, the 
credits for all subsequent years shall be taken on the same basis, and no 
portion of any such taxes shall be allowed as a deduction in the same oi 

‘^"■%T'^Pboof'op*Credits.— The credits provided ii® 

allowed only if the taxpayer establishes to the satisfaction of the Secre- 
tary or his delegme--^^^^^ 

United States, determined as provided in part I, . , 

(2) the amount of income derived from each conn tiy, tbe tax paid 
or accrued to which is claimed as a credit under this subpart, ^ such 
amount to be determined under regulations prescribed by the Secretary 

(3) ‘In® other^nformation necessary for the verification and compu- 

?ct® AdjusTmentI^ ON Payment of Accbueu Taxes.-H accrued taxes 
when paid differ from the amounts claimed as credits by the taxpajei, oi if 
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any tax paid is refunded in whole or in part, the taxpayer shall notify the 
Secretary or his delegate, who shall redetermine the amount of the tax 
for the year or years affected. The amount of tax clue on such redetermi- 
nation, if any, shall be paid by the taxpayer on notice and demand by the 
Secretary or liis delegate, or the amount of tax overpaid, if any , shall be 
credited or refunded to the taxpayer in accordance with subchapter B of 
chapter 66 (sec. 6511 and following). In the case of such a tax accrued 
but not paid, the Secretary or his delegate, as a condition precedent to the 
allowance of this credit, may require the taxpayer to give a bond, with 
sureties satisfactory to and to be approved by the Secretary or his delegate, 
in such sum as the Secretary or his delegate may require, conditioned on 
the payment by the taxpayer of any amount of tax found clue on any such 
redetermination ; and the bond herein prescribed shall contain such further 
conditions as the Secretary or his delegate may require. In such redeter- 
mination by the Secretary or his delegate of the amount of tax due from 
the taxpayer for the year or years affected by a refund, the amount of the 
taxes refunded for which credit has been allowed under this section shall 
be reduced by the amount of any tax described in section 901 imposed by 
the foreign country or possession of the United States with respect to such 
refund; but no credit under this subpart, and no deduction under section 
164 (relating to deduction for taxes) shall be allowed for any taxable year 
with respect to such tax imposed on the refund. No interest shall be 
assessed or collected on any amount of tax due on any redetermination by 
the Secretary or his delegate, resulting from a refund to the taxpayer, for 
any period before the receipt of such refund, except to the extent interest 
was paid by the foreign country or possession of the United States on such 
refund for such period. 

§ 1.905-1 When Credit For Taxes May Be Taken. — (a) In gen- 
eral , — The credit for taxes provided in sections 901 to 905, inclusive, 
may ordinarily be taken either in the return for the year in which 
the taxes accrued or in which the taxes were paid, dependent upon 
whether the accounts of the taxpayer are kept and his returns filed 
using an accrual method or using the cash receipts and disbui'sements 
method. Section 905(a) allows the taxpayer, at his option and ir- 
respective of the method of accounting employed in keeping his 
books, to take such credit for taxes as may be allowable in the re- 
turn for the year in which the taxes accrued. An election thus made 
under section 905(a) (or under the corresponding provisions of prior 
internal revenue laws) must be followed in returns for all subsequent 
years, and no portion of any such taxes accrued in a year in which 
a credit is claimed will be allowed as a deduction from gross income 
in any year. See also § 1.905-4. 

(b) Foreign income subject to exchange controls, — If, however, 
under the provisions of the regulations under section 461, an amount 
otherwise constituting gross income for the taxable year from sources 
without the United States is, owing to monetary, exchange, or other 
restrictions imposed by a foreign country, not includible in gross in- 
come of the taxpayer for such year, the credit for income tn.xp.s im- 
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m the case of an individual or by Form 1118 in th® case of a cor- 
poration. 

(2) The form must be carefully filled in with all the information 
called for and with the calculations of credits indicated, and must 
be signed and contained or be verified by a written declaration that it 
is made under the penalties of perjury. Except where it is established 
to the satisfaction of the district director that it is impossible for 
the taxpayer to furnish such evidence, the form must have attached 
to it (i) the receipt for each such tax payment if credit is sought 
for taxes already paid or (ii) the return on which each such accrued 
tax was based if credit is sought for taxes accrued. This receipt or 
return so attached must be either the original, a duplicate original, 
a duly certified or authenticated copy, or a sworn copy. In case 
only a sworn copy of a receipt or return is attached, there must be 
kept readily available for comparison on request the original, a dupli- 
cate original, or a duly certified or authenticated copy. If the 
receipt or the return is in a foreign language, a certified translation 
thereof must be furnished by the taxpayer. Any additional informa- 
tion necessary for the determination under sections 861 through 864 
of the amount of income derived from sources without the United 
States and from each foreign country shall, upon the request of the 
district director, be furnished by the taxpayer. 

(b) Seconda/py evidence . — ^Where it has been established to the sat- 
isfaction of the district director that it is impossible to furnish a re- 
ceipt for such foreign tax payment, the foreign tax return, or direct 
evidence of the amount of tax withheld at the source, the district di- 
rector, may, in his discretion, accept secondary evidence thereof as 

follows : . i. 

(1) Receipt for payment.— \\\ the absence of a receipt for payment 
of foreign taxes there shall be submitted a photostatic copy of the 
check, draft, or other medium of payment showing the amount and 
date thereof, with certification identifying it with the tax claimed to 
have been paid, together with evidence establishing that the tax was 
paid for taxpayer’s account as his own tax on his own income. It 
credit is claimed on an accrual method, it must be shown that the tax 

accrued in the taxable year. ' ^ ..-in 

(2) Foreign tax return . — If the foreign tax return is not available, 
the foreign tax has not been paid, and credit is claimed on an accrual 

method, there shall be submitted — ^ -i ^ 

(i) A certified statement of the amount claimed to have accrued. 

(ii) Excerpts from the taxpayer’s accounts showing amounts of 
foreign income and tax thereon accrued on its books, 

(iii) A computation of the foreign tax based on income from the 
foreign country carried on the books and at current rates of tax to be 
established by data such as excerpts from the foreign law, assess- 
ment notices, or other documentary evidence thereof, 

(iv) A bond, if deemed necessary by the district director, hied 
in the manner provided in cases where the foreign return is avail- 

(v) In case a bond is not required, a specific agreement wherein 
the taxpayer shall recognize its liability to report the correct amount 

459586°~-58 2S § 1.905-2 (b)(2) 
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of tax wlien ascertained, as required by the proyisions of section 

905(c). 

If at any time the foreign tax receipts or foreign tax returns become 
available to the taxpayer, they shall be promptly submitted to the 
district director. 

(3) Tam withheld at source , — In the case of taxes withheld at the 
source from dividends, interest, royalties, compensation, or other form 
of income, where evidence of withholding and of the amount with- 
held cannot be secured from those who have made the payments, the 
district director may, in his discretion, accept secondary evidence of 
such withholding and of the amount of the tax so withheld, having 
due regard to the taxpayer’s books of account and to the rates of taxa- 
tion prevailing in the particular foreign country during the period 
involved. 

§ 1.905-“3 Eedetermixtation of the Tax When Credit Proves In- 
correct. — (a) In General . — ^In case credit has been given for taxes 
accrued, or a proportionate share thereof, and the amount that is 
actually paid on account of such taxes, or a proportionate share there- 
of, is not the same as the amount of such credit, or in case any tax 
payment credited is refunded in whole or in part, the taxpayer shall 
immediately notify the Commissioner. The Commissioner will there- 
upon redetermine the amount of the tax of such taxpayer for the year 
or years for which such incorrect credit was granted. The amount of 
tax, if any, due upon such redetermination shall be paid by the tax- 
payer upon notice and demand by the district director. The amount of 
tax, if any, shown by such redetermination to have been overpaid shall 
be credited or refunded to the taxpayer in accordance with the pro- 
visions of § 301,6511 (d)--3 of the regulations on procedure and ad- 
ministration. 

(b) Foreign tax imposed on foreign refund . — ^Where the redeter- 
mination of the tax for a taxable year, or years, is occasioned by the 
refund to the taxpayer of tax paid to a foreign country or possession 
of the United States, the amount of the taxes refunded for which credit 
has been allowed shall be reduced by the amount of any tax described 
in section 901 imposed by the foreign country or possession of the 
United States with respect to such refund. In such case no credit 
under section 901, and no deduction under section 164, shall be allowed 
for any taxable year with respect to such tax imposed on the refund. 

(c) Interest.^ — ^T\diere the redetermination of the tax for a taxable 
year, or years, is occasioned by the refund to the taxpayer of tax paid 
to a foreign country or possession of the United States, no interest 
shall be assessed or collected on the amount of tax due upon such 
redetermination resulting from such refund to the taxpayer, for any 
period before the receipt of such refund, except to the extent interest 
was paid by the foreign country or possession of the United States 
on such refund for such period. 

§ 1.905-4 Credit for Taxes Accrued But Not Paid. — In the case 
of a credit sought for a tax accrued but not paid, the district director 
may, as a condition precedent to the allowance of a credit, require a 
bond from the taxpayer, in addition to Form 1116 or 1118. If such 
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a bond is required, Form 1117 shall be used by an individual; and 
Form 1119, by a corporation. It shall be in such sum as the Commis- 
sioner may prescribe, and shall be conditioned for the payment by the 
taxpayer of any amount of tax found due upon any redetermination 
of the tax made necessary by such credit proving incorrect, with such 
further conditions as the district director may require. This bond 
shall be executed by the taxpayer, or the agent or representative of 
the taxpayer, as principal, and by sureties satisfactory to and approved 
by the Commissioner. See also 6 U. S. C. 15. 

Earned Income op Citizens op United States 

§ 1.911 Statutory Provisions; Earned Income From Sources 
Without the United States. 

SBC. 911. BABNBD INCOME FROM SOURCES WITHOUT THE 
UNITED STATES. 

(a) General Rule. — The following items shall not he included in gross 
iacome and shall be exempt from taxation under this subtitle : 

(1) Boxa fide eesident of foreign country. — In the case of an indi- 
Yidnal citizen of the United States, who establishes to the satisfaction 
of the Secretary or his delegate that he has been a bona fide resident 
of a foreign country or countries for an uninterrupted period which in- 
cludes an entire taxable year, amounts received from sources without 
the United States (except amounts paid by the United States or any 
agency thereof) if such amounts constitute earned income (as defined 
in subsection (b) ) attributable to such period; but such individual shall 
not he allowed as a deduction from his gross income any deductions 
(other than those allowed by section 151, relating to personal exemp- 
tions) properly allocable to or chargeable against amounts excluded 
from gross income under this paragraph. 

(2) Presence in foreign country for 17 months. — In the case of 
an individual citizen of the United States, who during any period of 18 
consecutive months is present in a foreign country or countries during 
at least 510 full days in such period, amounts received from sources 
without the United States (except amounts paid by the United States 
or an agency thereof) if such amounts constitute earned income (as 
defined in subsection (b)) attributable to such period; but such indi- 
vidual shall not be allowed as a deduction from his gross income any 
deductions (other than those allowed by section 151, relating to personal 
exemptions) properly allocable to or chargeable against amounts ex- 
cluded from gross income under this paragraph. If the IS-month period 
includes the entire taxable year, the amount excluded under this para- 
graiih for such taxable year shall not exceed $20,000. If the 18-montli 
period does not include the entire taxable year, the amount excluded 
under this paragraph for such taxable year shall not exceed an amount 
which hears the same ratio to $20,000 as the number of days in the part 
of the taxable year within the 18-month period bears to the total number 
of clays in such year. 

(b) Definition of Earned Income. — ^For purposes of this section, the 
term “earned income” means wages, salaries, or professional fees, and other 
amounts received as compensation for iiersonal services actually rendered, 
but does not include that part of the compensation derived by the taxpayer 
for personal services rendered by him to a coiiioration which represents 
a distribution of earnings or profits rather than a reasonable allowance 
as compehsation for the personal services actually rendered. In the case 
of a taxpayer engaged in a trade or business in which both personal services 
and capital are material income-producing factors, under regulations pre- 
scribed by the Secretary or his delegate, a reasonable allowance as com- 
pensation for the personal services rendered by the taxpayer, not in excess 
of 30 percent of his share of the net profits of such trade or business, shall 
be considered as earned income. 
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§ 1.911-1 Eaened Incomec From Sources Without the Uniter 
States. — (a) Bona-fide resident of a> foreign country* — (1) Qualifica- 
tions for exemption* — Amounts constituting earned income as cleaned 
in section 911(b) shall be excluded from the gross income of an indi- 
vidual citizen of the United States who establishes to the satisfaction 
of the Commissioner that he has been a bona fide resident of a foreign 
country or countries for an uninterrupted period which includes an 
entire taxable year, if such amounts are (i) from sources without 
the United States, (ii) attributable to such uninterrupted period, and 
(hi) not paid by the United States or any agency or instrumentality 
thereof. The exemption from tax thus provided is applicable to such 
amounts as are attributable to that portion of an uninterrupted period 
of bona fide foreign residence which falls within a taxable year dur- 
ing which the citizen begins or terminates bona fide residence in a 
foreign country, provided that such period includes at least one entire 
taxable year. If attributable to an uninterrupted period in respect 
of which the citizen qualifies for the exemption from tax thus pro- 
vided, the amounts shall be excluded from gross income irrespective 
of when they are received. . 

(2) What constitutes iona fide residence. — Though the period ox 
bona fide foreign residence must be continuous and uninterrupted, 
once bona fide residence in a foreign country or countries has been 
established, temporary visits to the United States ^ or elsewhere on 
vacation or business trips will not necessarily deprive the citizen ox 
his status as a bona fide resident of a foreign country. Whether the 
individual citizen of the United States is a bona fide resident of a 
foreign country shall be determined by the application, to the extent 
feasible, of the principles of section 871 and the regulations thereunder, 
relating to what constitutes residence or nonresidence, as the case 
may be, in the United States in the case of an alien individual. 

(3) Treatment of deductions. — In any case in which any amount 
is excluded from gross income under the provisions of section 911(a) 
(1), there shall be disallowed as deductions any expenses, losses or 
other items otherwise deductible (other than those allowed by section 
151, relating to personal exemjitions) properly allocable to or charge- 
able against the amounts so excluded from gross income. For example, 
traveling and entertainment expenses incurred by A, a citizen^ of 
the United States, for the production of earned income in foreign 
country X, where A had been a bona fide resident for a period of 
several years, would not be deductible to any extent, since such ex- 
penses are directly and entirely allocable to or chargeable against 
such exempt earned income. However, items which are not properly 
chargeable against or allocable to excludable earned income are de- 
ductible in their entirety (subject to any specific statutory limitations 
relating to such items). Examples of such items include personal 
and family medical expenses, real estate taxes on a personal residence, 
interest on mortgage on personal residence, and charitable contribu- 
tions. 

(4) Earned income and employed assistants. — The entire amount 
received as professional fees shall be treated as earned income if the 
taxpayer is engaged in a professional occupation, such as a doctor 
or a lawyer, even though he employs assistants to perform part or 
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all of the services, provided the patients or clients are those of the 

pSlS.*" '■“« 

(5) Earned income from business in which capital- is material - 
In the case of a taxpayer engaged in a trade or busiiiess (other than’in 
corporate form) m which both personal services and capital are mate- 
rial income-producing factors, a reasonable allowance as compensation 
for the personal services actually rendered by the taxpayer shall be 
considered earned income, but the total amount which shall he treated 
as the earned income of the taxpayer from such a trade or bushie"^^ 
shall, m no case, exceed 30 percent of his share of the net profit* of 
such trade or business. No general rule can be prescribed defining- the 
trades or businesses in which personal services and capital are material 
income-producing factors ; this question must be determined on all the 
facts of each individual case. 


( 6 ) & ouTce of income and 'place of receipt, — ^Aii amount constitute q 
earned income as defined in section 911(b) which is derived from 
sources without the United States shall not be included in gross income 
solely because it is received within the United States, since the place 
of receipt is immaterial in determining whether any items shall be 
excluded from gross income under the provisions of section 911(a). 
No amounts received for services performed within the United States 
shall be excluded from gross income by such section. For the alloca- 
tion or segregation as between sources within, and sources without, 
the United States in the case of compensation for labor or personal 
services, see sections 861, 862, 863 and 864 and the regulations there- 
under. 


(7) Returns, — ^Any return filed before the completion of the period 
necessary to qualify a citizen for the exemption under section 
911 (a) (1) shall be filed without regard to the exemption provided by 
that section, but claim for credit or refund of any overpayment of tax 
may be filed if the taxpayer subsequentiy qualifies for the exemption 
under section 911(a) (1). A taxpayer desiring an extension of time 
(in addition to that granted by section 6081) for filing the return until 
after the completion of the qualifying period under section 911(a) (1) 
shall make application therefor with the district director, setting forth 
the facts relied upon to justify the extension of time requested and 
including a statement as to the earliest date he expects to be in a posi- 
tion to determine whether he will be entitled to the exclusion provided 
by section 911(a) ( 1) . An extension of time may be granted for more 
than 6 months in the case of taxpayers who are abroad. For exten- 
sions of time for filing returns, see section 6081 and the regulations 
thereunder. 

(8) Declaration of estimated tax, — ^In estimating his gross income 
for the purpose of making a declaration of estimated tax for any tax- 
able year, a citizen of the United States is not required to take into 
account income which it is reasonable to believe will be excluded from 
gross income under the provisions of section 911 (a) (1) and the regula- 
tions thereunder. 

(9) Definition of foreign country^'^, — ^The term “foreign country’’ 
means territory under the sovereignty of a government other than that 
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of the United States. It does not include a possession or territory 
of the United States. 

(b) Presence iisr a FoREioisr Country. — (1) Qualifications for ex- 
Subject to the limitations in subparagraph (2), amounts 
constituting earned income as defined in section 911(b) shall be ex- 
cluded from gross income in the case of an individual citizen of the 
United States 'who during any period of 18 consecutive months is 
present in a foreign country or countries during a total of at least 
510 full days, if such amounts are (i) from sources without the United 
States, iji) attributable to such period, and (iii) not paid by the 
United States or any agency or instrumentality thereof. For pur- 
poses of determining the right to the exclusion under section 911(a) (2) 
for a taxable year to which the Internal Revenue Code of 1954 is ap- 
plicable, the period of presence in a foreign country may include 
a period prior to the beginning of such taxable year, even though 
the tax for such prior period is computed under the Internal Revenue 
Code of 1939. For example, the qualifying period may, in the case 
of a taxpayer who makes his return on the calendar year basis, cover 
the period from July 1, 1953, to December 31, 1954, for purposes of the 
exclusion allowed under section 911(a) (2) for the taxable year 1954, 
^ (2) Amount of exemption . — (i) The amount excluded from gross 
income under the provisions of section 911(a) (2) shall not exceed 
$20,000 if the 18-month period includes the entire taxable year. If 
the 18-month period does not include the entire taxable year, the 
amount excluded from gross income under such section for such tax- 
able year shall not exceed an amount which bears the same ratio to 
$20,000 as the number of days in the part of the taxable year witliin 
the 18-month period bears to the total number of days in such year. 

(ii) The application of subdivision (i) of this subparagraph may 
be illustrated by the following example : 

Example. A, a citizen of the United States who files his returns 
tor the calendar year using a cash receipts and disbursements meth- 
od, was privately employed and physically present in France from 
January 1, 1953, through July 15, 1955. On December 31, 1953, he 
received compensation in the amount of $20,000 for the services 
rendered by him during 1953. He left France on July 16, 1955, and 
United States. On August 1, 1955, he received 
/ ^ of which was for the services rendered by him during 
lJo4 and the balance of which was for his services rendered during 
i January 1, 1955, through July 15, 1955. On January 15, 

19o6, A received an additional $10,000 for the services rendered by 
him during 1954. 

(a) Since the $20,000 compensation received by A on December 31 , 
19o3, was attributable to an 18-inonth period during at least 510 full 
dp of which he was presp in a foreign country, and since that 
period included his entire taxable year 1953, the entire 

$20,000 IS exempt from taxation. 

4 In (232/365X$20,000) of the $30,000 received by 

A on Aupt 1, 19oo, IS exempt from taxation since only 232 days of 
his taxable year 19o5 is included within such an 18-month period 
The number of days (232) is determined by treating the first day of 
the Ift-month period as coinciding with the first day of the 510-^^; 

§ L911-l(b)(l) 



355 


period. The first day of the 510-day period ending July 15. 1955 
(the last full day A was present in France) , was February 21.' 1951. 
Commencing with February 21, 1954, the IS-month period ends 
August 20, 1955. The number of days in that part of 1955 fallins' 
within the 18-month period is, therefore, 232 (January 1, 1955^. 
through August 20, 1955) . The amount excludable by A in 1955 
($12,712.33) is computed on the basis of the following formula : 


Number of days in tliat part of 
the taxable year falling witli- 

in the 18-month period 

Number of clays in the taxable 
year 


232 

X $20,000 (Maximum amount or-^^^X $ 20 , 000 . 
excludable for an entire 
taxable year under sec- 
tion 911(a) (2)), 


(o) None of tlie $10,000 attributable to the services renderedby A 
during 1954 but received by him in 1956 is exempt frcjm taxation be- 
cause no part of his taxable year 1956 is included within an 18-nioiitli 
periocL For the definition of ^‘taxable year” see section 7701(a) (26) . 
(3) Returns. — ^Any return filed before the completion of the period 
necessary to qualify a citizen for the exemption under section 911(a) 
(2) shall be filed without regard to the exemption provided by that 
section, but claim for credit or refund of any overpayment of tax 
may be filed if the taxpayer subsequently qualifies for the exemption 
under section 911(a) (2). A taxpayer desiring an extension of time 
(in addition to that granted by section 6081 and the regulations there- 
under) for filing the return until after the completion of the qiialiiying 
period under section 911(a) (2) shall make application therefor with 
tbo district director, setting forth the facts relied upon to justiij tne 
extension of time rec[uested and including a statement as to tne earliest 
date he expects to be in a position to determine whether he wiU be 
entitled to the exclusion provided by section 911 ( a) (2) . An extension 
of time may be granted for more than 6 months m the case of taxpayers 
who are abroad^ For extensions of time for filmg returns, see section 

6081 and the regulations thereunder. . . 

(4) Declaration of estimated tax.— In estimating his ^oss mcome 
for the purpose of making a declaration of estimated tax tor any 
taxable year, a citizen of the United States is not required to take into 
tSme which it is tea-sonsblc 

gross income under the provisions of section 911(a)(2) and tke 

regulations thereunder. , tIia 

75) Earned income, source of iruiome, and pl^e 
provisions of paragraph (a) f 

e‘irned income the source of income, and the inmateriaiity oi me 
plaOe of ^mounts constituting earned mcome are equaUy 

effective in the application of this paragraph. , imount is 

(6) Treatment of deductions.-ln any case m wMch 
excluded from gross income under 

disallowed as deductions any Icfofirm 151 relating: to personal 

deductible (other than those aUowed l^^^^^^^ 

exemptions), properly allocable to or cMrgeabl excludable 

so excluded from gross income. . “ (J® 

under section 911(a) (2) (determmed without regard to ^ 
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limitation) exceeds the earned income evcludable under section Ml (a) 
(2), thea mount disallowed as a deduction shall be limited to an 
amount which bears the same raito to the total of such items properly 
allocable to or chargeable against such earned income so excludable 
(determined without regard to the $20,000 limitation) as the amount 
excluded from gross income under section 911(a) (2) bears to such 
earned income (determined without regard to the $20,000 limitation). 
However, deductions which are not properly allocable to or chargeable 
against earned income excluded under section 911 (a) (2) are deductible 
ill their entirety (subject to specific statutory limitations relating to 
such items). For examples of deductions which must be allowed 
or disallowed under this paragraph see § 1.911-1 (a) (3). 

(7) Definition of ^^foreign countTy^\ — The term “foreign country 
means territory under the sovereignty of a government other than 
that of the United States and includes the air space over such territory. 
It does not include a possession or territory of the United States. 

(8) Determination of 18-mont7i period . — The exclusion 

by section 911(a) (2) applies to income attributable to any period 
consecutive months during which the citizen satisfies the 610 full-day 
requirement, even though such period constitutes a part of a longer 
period of presence in a foreign country or countries. F or this purpose, 
the term “18 consecutive months” means any period of such duration, 
that is, any period commencing with the beginning of any day of a 
calendar month and terminating (i) with the close of the day which 
precedes that day in the eighteenth succeeding calendar month nu- 
merically corresponding to the day of the period’s beginning, or, it 
there is no such corresponding day, (ii) with the close of the last day 
of such eighteenth succeeding month. Such period need not neces- 
sarily commence with the day of arrival in a foreign country, nor 
terminate with the day of departure therefrom. In no event will the 
510 full-day requirement be prorated over a period of less than 18 
consecutive months. 

(9) Examples of 18-month periods. — Thus, a citizen who arriyes 
in a foreign country on January 1, 1953, makes several return trips 
to the United States, and then finally departs from the foreign country 
on February 14, 1955, may not be present in such country for 510 
full days during the 18-month period commencing with January 1, 
1953, and ending with the close of June 30, 1954, because of his visits 
to the United States during such period, but may satisfy the 510 full- 
day requirement during the 18-month period commencing with Febru- 
ary 15, 1953, and ending with the close of August 14, 1954. In sucli’ 
event, the exclusion will apply to income attributable to the latter, 
period, but not to income attributable to the period commencing with 
January 1, 1953, and ending with the close of February 14, 1953. 
For such purpose, it is assumed that no part of the period ending 
with the close of February 14, 1953, is included in any 18-month 
period during which the 510 full-day requirement is satisfied. Fur- 
thermore, the mere fact that the 510 full-day requirement has been 
satisfied with respect to the period ending with the close of August 
14, 1954, does not mean that income earned thereafter will be excluded 
under section 911(a) (2) unless such income is attributable to another 
18-month period during which there is compliance with the 510 full- 
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day requirement. Thus, the 510 full-day requirement cannot be pro- 
rated over the 6-month period commencing ivith August 15, 1951:. and 
ending with the close of February 11, 1955, in order to determine 
whether the exclusion allowed by section 911(a) (2) applies to income 
attributable to such 6-month period. Therefore, assuming that the 
citizen is present in the foreign country 170 full days (1/3 of 510 full 
days) during such 6-month period (% of 18 consecutive months), 
the exclusion will not be applicable to income attributable to any 
l)art of such 0-month period if no part thereof is included in any 
18-month period during which the 510 full-day requirement is satisfied. 

(10) Definition of ‘■‘■full-day ’’'’. — The term “full day” means, not 
any 24-consecutive-hour period, but a continuous period of twenty- 
four hours commencing from midnight and ending with the following 
midnight. In computing the minimum of 510 full days of presence 
in a foreign country or countries, all separate periods of such presence 
during the period of 18 consecutive months are to be aggregated. 
For the purpose of section 911 (a) (2) , if an individual travels over 
a route (a portion of which is not within any country) from one place 
in a foreign country to another place in the same country, or to a 
place in another foreign country, and if such travel not within any 
country extends over a period of less than 24 hours and does not 
involve travel within the United States or any possession thereof, 
such individual shall not be deemed outside a foreign country dur- 
ing the imriod of such travel. The 510 full days need not be con- 
secutive, but may be interrupted by periods during which the citizen 
is not present in a foreign country. Time spent in a foreign country 
in tlie employment of the United States Government will count toward 
satisfaction of the 510 full-day requirement, even though amounts 
])aid by such Govermnent are not exempt from tax under section 

( 11) ^Illustrations of apjMcation of the 510-day rule . — The applica- 
tion of the 510-day rule may be illustrated by the following examples : 

Example {!). On February 1, 1954, B, a citizen of the United 
States privately employed;, arrived in Puerto Eico on a business as- 
si<niniciit. Upon completion of tlie assigiinieiit be departed 
new assin-nnieiit in Venezuela, arrmng there on April 24:, 1954. He 
remained, in Venezuela until 2 p. ni. on October 25, 19^, at wliicli 
time he departed for another assignment in Puerto Eico. On J amary 
10 1956, he left Puerto Eico for a new assignment in the United 
States. During the 18~inonth period commencing with April 25, 
1954, and ending with the close of October 24, 1955, the taxpayer was 
in a foreign country at least 510 full days; in addition, during the 
18 -month period commencing with June 2, 1954, andendmg with the 
close of December 1, 1955, he was in a foreign country an aggregate 

E^xample^ii)'. At 2 p. m. on J anuary 18, 1953, C, a citizen of the 
United States privately employed, arrived m England on a busings 
trip from the United States. On May 20, 1953, at 10 P-.,™- he de- 
parted from England by steamer and arrived m the United btateo 
on May 25, 1953. After spending a period therein on official business, 
he left the United States by steamer on June 9, 195^3, and arrived m 
France at 3 p. m., June 14, 1953. At 8 a. m. on February 3, 19o4, he 
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departed from France by airplane for a brief visit to Puerto Rico, 
arriving there on February 4, 1954, and thence went to England, 
arriving there at 1 a. m. on February 12, 1954, where he remained 
until midnight, July 18, 1954, at which time the 510 full-day require- 
ment was satisfied in respect of the period of 18 consecutive months 
which began with January 19, 1953. C continued his presence in 
England, not leaving that country until 5 a, m. on November 18, 1954, 
at which time he departed for the United States. During the 18- 
month period commencing with January 19, 1953, and ending with 
the close of July 18, 1954, the taxpayer was in a foreign country or 
countries an aggregate of 510 full days; in addition, during the 18- 
month period commencing with June 16, 1953, and ending with the 
close of December 15, 1954, he was in a foreign country or countries 
an aggregate of 510 full days. The computation with respect to 
each period may be illustrated as follows : 

Full days 

in foreign 
country 


Fiest 18-Month Period (Jan. 19, 1953 Through July 18, 1954) : 

Jan. 19, 1953 through May 19, 1953 121 

May 20, 1953 through June 14, 1953 0 

June 15, 1953 through Feb. 2, 1954 233 

Feb. 3, 1954 through Feb. 12, 1954 0 

Feb. 13, 1954 through July 18, 1954 156 


Total full days 510 


Second 1S-Month Period (June 16, 1953 Through Dec. 15, 1954) : 

June 16, 1953 through Feb. 2, 1954 232 

Feb. 3, 1954 through Feb. 12, 1954 0 

Feb. 13, 1954 through Nov. 17, 1954 27S 

Nov. 18, 1954 through Dec. 15, 1954 0 


Total full days 510 


Example (S), On March 6, 1953, at 3 p. m., D, a citizen privately 
employed, arrived in Cuba, where he remained until 9 p. m., June 25, 
1963, at which time he departed from Cuba for a short business trip 
to Puerto Eico. Upon completion of his negotiations, he departed 
for Mexico, arriving there at 2 p. m. on July 24, 1953, where he re- 
mained until 10 a. m., August 22, 1954, at which time he departed 
from such country for a vacation in the United States. Fie arrived 
again in Mexico at 9 a. m. on September 5, 1954, where he remained 
until 8 a. m., January 1, 1955, at which time he departed from such 
country for a new assignment in the United States. During the 18- 
month period commencing with March 7, 1953, and ending with the 
close of September 6, 1954, the taxpayer was in a foreign country; or 
countries an aggregate of 504 full days ; during the 18-month period 
commencing with July 1, 1953, and ending with the close of De- 
cember 31, 1954, he was in a foreign country an aggregate of 510 full 
days. The computation with respect to each period may be illus- 
trated as follows : 
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datfs 
in foreign 
country 


Fibst IS-Mqnth Period (Mar. 7, 1953 Through Sept. 6, 1954) : 

Mar. 7, 1953 through June 24, 1953 110 

June 25, 1953 through July 24, 1953 0 

July 25, 1953 through Aug. 21, 1954 393 

Aug. 22, 1954 through Sept. 5, 1954 0 

Sept. 6, 1954 1 


Total full days 504 

Second 18-Month Period (July 1, 1953 Through Dec. 31, 1954) : 

July 1, 1953 through July 24, 1953 0 

July 25, 1953 through Aug. 21, 1954 393 

Aug. 22, 1954 through Sept. 5, 1954 0 

Sept. 6, 1954 through Dec. 31, 1954 117 


Total full days 510 


§ 1.912 Statutory PRovisioisrs ; Exemption eor Certain Allow- 
ances. 

SEC. 912. EXEMPTION POE CERTAIN ALLOWANCES. 

The following items shall not be included in gross income, and shall be 

exempt from taxation under this subtitle: 

(1) Cost-of-living allowances. — In the case of civilian officers or 
employees of the Government of the United States stationed outside 
continental United States,. amounts received as cost-of-living allowances 
in accordance with regulations approved by the President. 

(2) Foreign service allowances. — In the case of an officer or em- 
ployee of the Foreign Service of the United States, amounts received 
hy such officer or employee as allowances or otherwise under the terms 
of title IX of the Foreign Service Act of 1946 (22 U. S. C. 1131-1158). 

§ 1.912-1 Exclusion of Certain Cost-Of-Living Allowances. — 
(a) Amounts received by Government civilian personnel stationed 
outside the continental United States as cost-of-living allowances in 
accordance with regulations approved by the President ai^e, by the 
provisions of section 912(1)5 excluded from gross income. Such 
allowances shall be considered as retaining their characteristics under 
section 912(1) notwithstanding any combination thereof with any 
other allowance. For example, the cost-of-living portion of a ‘^diving 
and quarters allowance,” would be excluded from gross income 
whether or not any other portion of such allowhance is excluded from 
gross income. 

(b) For the purposes of section 912(1) the^ term “continental 
United States” includes only the States of the Union and the District 
of Columbia. 

§ 1.912-2 Exclusion of Certain Allowances of Foreign Service 
Personnel. — Amounts received by personnel of the Foreign Service 
of the United States as allowances or otherwise under the terms of 
title IX of the Foreign Service Act of 1916 (22 U. S. C. 1131-1158) 
are, by the provisions of section 912(2) ^ excluded from gross income. 
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§ 1.921 Statotokt Provisioks; Definition of Western Hemis- 
phere Trade Corporations. 


Western Hemisphere Trade Corporations 


SEC. 921. DEFINITION OF WESTERN HEMISPHERE TRADE COR- 
PORATIONS. 

For purposes of tMs subtitle, the term “Western Hemisphere trade 
corporation” means a domestic corporation all of whose business (other 
than incidental purchases) is done in any country or countries in North, 
Central, or South America, or in the West Indies, and which satisfies the 
following conditions : 

(1) if 95 percent or more of the gross income of such domestic corpo- 
ration for the 3-year period immediately preceding the close of the 
taxable year (or for such part of such period during which the corpora- 
tion Was in existence) was derived from sources without the United 
States; and 

(2) if 90 percent or more of its gross income for such period or such 
part thereof was derived from the active conduct of a trade or business. 

For any taxable year beginning prior to January 1, 1954, the determination 
as to whether any corporation meets the requirements of section 109 of the 
Internal Revenue Code of 1939 shall be made as if this section had not 
been enacted and without inferences drawn from the fact that this section 
is not expressly made applicable with respect to taxable years beginning 
prior to January 1, 1954. 


§ 1.921-1 Definition of Western Hemisphere Trade Corpora- 
tion. — (a) 1% general , — The term ^^Western Hemisphere trade corpo- 
ration’’, for purposes of subtitle A of the Internal Kevenue Code of 
1954, means a domestic corporation which meets all of the following 
tests : 

(1) Its entire business for the taxable year is carried on within the 
Western Hemisphere. In determining whether this test is met, in- 
cidental purchases outside the Western Hemisphere will not disqualify 
the corporation. The term ‘‘incidental purchases” as used in section 
921 and this section does not have the same meaning as the phrase 
purchases incident to the conduct of the business”. The term “in- 
cidental purchases” means only purchases (of any kind and for any 
purpose) which are (i) minor in relation to the entire business or (ii) 
or unusual in character. Whether purchases made out- 
side the Western Hemisphere are incidental purchases for purposes 
of section 921 and this section shall be determined on the basis of all 
the facts of each particular case, except that in any case in which 
the aggregate of the purchases (of any kind and for any purpose) 
made outside the Western Hemisphere for the taxable year^Ioes not 
exceed an amount equal to 5 percent of the corporation’s gross re- 
ceipts trom all sources for such taxable year such purchases shall be 
deemed to be incidental purchases. Merely incidental economic con- 
tact with countries outside the Western Hemisphere will not disqualify 
a corporation as a Western Hemisphere trade corporation. For pur- 
‘ section, the term “Western Hemisphere” means the 

IndlS -^ Central, and South America, and in the West 

percent or more of its gross income for the 3-year 
perioa immediately precedmg the close of the taxable year ( or for such 
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part of such period during which the corporation was in existeiiee ) is 
derived from sources without the United States; and 

(3) Ninety percent or more of its gross income for such period or 
such part thereof is derived from the active conduct of a trade or 
business. Dividends received by a corporation do not represent in- 
come derived from the active conduct of a trade or business 

(b) Illustrations, — The application of the principles of paragraph 
(a) of this section may be illustrated by the following examples : 

Emainfle (i). X, a domestic corporation, operates a iiiine in 
South America and ships its products to England. The fact that X 
retains title to such goods until acceptance of the bill of lading and 
draft, solely in order to insure collection, will not cause X to he con- 
sidered as carrying on business outside the Western Hemisphere, 
since such passing of title is merely an incidental economic contact 
outside the Western Hemisphere. 

Example (S) . Y, a domestic corporation, is engaged in Argentina 
ill the business of manufacturing and selling construction equip- 
ment. During 1956, Y purchased in Germany certain motor pans 
required as an integral part of the equipment which it makes. The 
amount of such purchases equalled 4 percent of \ 's gross receipt s^ior 
1956. Such purchases are incidental purchases and do not disqiirmtT 
Y as a Western Hemisphere trade corporation. ^ , 

Example domestic corporation, opera te^ a mine m 

South America. During 1956, Z, in accordance with its usual prac- 
tices, purchased in France machinery and equipment necessaiy in 
the conduct of its business. The amount of such purchases was not 
minor in relation to Z’s entire business. Such purchases disqiiaiiij 
Z as a Western Hemisphere trade corporation. 

(c) Statement required, — A. coriDoration which claims to quaiiij as 
a Western Hemisphere trade corporation shall attach to its income mx 
return a statement shownng : (1) That its entire business 
the Western Hemisphere and, if any purchases are made oiitoae th^ 
Western Hemisphere, the amount of such purchases, the amount of it::^ 
o-ross receipts from all sources, and any other pertinent informatio . 
and (2) for the 3-year period immediately precedmg the close of the 
tobie vear (or iov such part thereof during which the corporation 
hfexisto^^^^ (i) its total gross income from all soiirces (ii) the 

amoimt ilMtoof drived torn So^Sicli 

tivdy conducted by it 

determined as provided m sections 861, 863, 863, 861, ana ie„ 
tions thereunder. 

§ 1 922 Stattjtoey Provisions; Special Deduction. 

allowed as a deduction in computing taxaDie incom 

as follows— • „ +1,0. t-i-sable income of sucb corporation com- 

(1) First determine tne taxaoie lucumc 

puted without regard to this section. ^ ^ 
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(2) Tlien multiply the amount determined under paragraph (1) by 

the fraction — 

(A) the numerator which is 14 percent, and 

(B) the denominator of which is that percentage which equals the 
sum of the normal tax rate and the surtax rate for the taxable year 
prescribed by section 11. 

§ 1.922-1 (a) Special Deduction of Western Hemisphere Trade 
Corporation. — special deduction in computing taxable income in the 
case of a Western Hemisphere trade corporation (as defined in section 
921), is allowed in section 922. The fraction specified in section 
922(2) is the same whether the amount of the corporation’s taxable 
income is sufficient to subject it to the combined normal tax and surtax, 
or only to the normal tax. For the rules applicable in determining 
the special deduction where the alternative tax under section 1201 is 
imposed, see the regulations under section 1201. 

(b) Examples, — The computation of the special deduction may be 
illustrated by the following examples : 

Example (1), A corporation which qualifies as a Western Hemi- 
sphere trade corporation realized gross income of $100,000 for the 
calendar year 1954 and had allowable deductions (other than the 
special deduction allowed by section 922) for that year in the amount 
of $40,000. The corporation normal tax rate and the surtax rate for 
the calendar year 1954 are 30 percent and 22 percent, respectively. 
The corporation’s special deduction under section 922 is $16,163.84, 
computed as follows : 

(i) Compute the taxable income by subtracting allowable deduc- 
tions of $40,000 from gross income of $100,000, with a result of 
$60,000. 

(ii) The sum of the corporation normal tax rate and surtax rate 
for the calendar year 1954 is 52 percent (30 percent plus 22 percent) . 
The fraction specified in section 922 (2) , accordingly, is 14/52. 

(iii) The amount of taxable income (subdivision (i) ) , $60,000 
multiplied by the fraction determined under subdivision (ii) , 14/52, 
is $16,153.84 (14/52 times $60,000). 

Example (2) . Assume that the facts are the same as in example 
(1) except that the allowable deductions (other than the special 
deductions allowed by section 922) are $80,000. The corporation’s 
special deduction under section 922 is $5,384.61, computed as follows : 

(i) Compute the taxable income by subtracting allowable deduc- 
tions of $80,000 from gross income of $100,000, with a result of 
$ 20 , 000 . 

(ii) The sum of the corporation normal tax rate and surtax rate 
for the calendar year 1954 is 52 percent (30 percent plus 22 percent) . 
The fraction specified in section 922(2), accordingly, is 14/52, re- 
gardless of the fact that the taxable income of the corporation in the 
amount of $20,000 makes it subject only to the corporation normal 
tax. 

(iii) The amount of taxable income (subdivision (i) ), $20,000 
multiplied by the fraction determined under, subdivision (ii) , 14/62, 
is $5,384.61 (14/52 times $20,000). 


§ 1.922-1 (a) 
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Possessions of the United States 


§ 1.931 Statutory Provisions; Income From Sources Within 
Possessions of the United States. 

SBC. 931. INCOME PROM SOURCES WITHIN POSSESSIONS OP 
THE UNITED STATES. 


(a) Geneeau Rule. — In tlie case of citizens of the United States or 
domestic corporations, gross income means onlj^ gross income from sources 
within the United States if the conditions of both paragraph (1) and 
paragraph (2) are satisfied: 

(1) Theee-yeab peeiod. — If 80 percent or more of the gross income 
of such citizen or domestic corporation (computed without the benefit 
of this section) for the 3-year period immediately preceding the close 
of the taxable year (or for such part of such period immediately pre- 
ceding the close of such taxable year as may be applicable) was derived 
from sources within a possession of the United States and ; 

(2) Teade oe business. — If — 

(A) in the case of such corporation, 50 percent or more of its 
gross income (computed without the benefit of this section) for such 
period or such part thereof was derived from the active conduct of 
a trade or business within a possession of the United States; or 

(B) in the case of such citizen, 50 percent or more of his gross 
income (computed without the benefit of this section) for such period 
or such part thereof was derived from the active conduct of a trade 
or business within a possession of the United States either on his 
own account or as an employee or agent of another. 

(b) Amounts Received In United States. — ^Notwithstanding subsec- 
tion (a), there shall be included in gross income all amounts received by 
such citizens or corporations within the United States, whether derived 
from sources within or without the United States. 

(c) Definition. — For purposes of this section, the term “possession of 
the United States” does not include the Virgin Islands of the United States, 
and such term when used with respect to citizens of the United States does 


not include Puerto Rico. 

(d) Deductions. — , . x-u* 

(1) Citizens of the United States entitled to the benefits of this 
section shall have the same deductions as are allowed by section S73 in 
the case of a nonresident alien individual engaged in trade or business 


within the United States. « 

(2) Domestic corporations entitled to the benefits of this section shall 
have the same deductions as are allowed by section S82 (c) in the case 
of a foreign corporation engaged in trade or business within the United 


"^fe^ Deduction foe Peesonal Exemption.— A citizen of the States 

entitled to the benefits of this section shall be allowed a deduction foi only 
one exemption under section 151. 

ff ) Allowance of Deductions and Credits. — Persons entitled to the 
benefits of this section shall receive the benefit of the deductions and credits 
allowed to them in this subtitle only by filing or causing to be filed with 
the Secretary or his delegate a true and accurate return of their total 
Scomfrlcei^fed from all sources in the United States, ^ in the mamer pre- 
scribed in subtitle P, including therein all the information which tlm S^ie- 
tary or his delegate may deem necessary for the calculation of such deduc- 

tions aM Tax Credit. — Persons entitled to the benefits of this section 

shal! not brallowed the credits against the tax for taxes of foreign conn- 

by the enemy while serving as an employee within a possession of the 
United States— ^ possession 

of the United States, such place of confinement shall, for purposes of 

§ 1.931 
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this section, be considered as within a possession of the United States; 
and 

(2) subsection (b) shall not apply to any compensation received 
witliiii the United States by such citizen attributable to the period of 
time during which such citizen was interned by the enemy. 

(i) Employees of the United States. — For purposes of this section, 
amounts paid for services performed by a citizen of the United States as 
an employee of the United States or any agency thereof shall be deemed 
to be derived from sources within the United States. 

§ 1.931-1 Citizens of the United States and Domestic Corpora- 
tions Deriving Income From Sources Within A Certain Possession 
OF the United States. — (a) Definitions, — (1) As used in section 931 
and tliis section, the term “possession of the United States’’ includes 
the Panama Canal Zone, Guam, American Samoa, Wake and the Mid- 
way Islands, and Puerto Eico when used with respect to domestic 
corporations. The term does not include the Virgin Islands, nor does 
it include Puerto Eico when used with respect to citizens of the United 
States. 

(2) As used in section 931 and this section, the term “United States” 
includes only the States, the Territories of Alaska and Hawaii, and 
the District of Columbia. 

(b) General rule , — (1) Qualifications , — In the case of a citizen of 
the United States or a domestic corporation satisfying the following 
conditions, gross income means only gross income from sources within 
the United States — 

(i) If 80 percent or more of^.the gross income of such citizen or 
domestic corporation (computed without the benefit of section 931) 
for the 3-year period immediately preceding the close of the taxable 
year (or for such part of such period immediately preceding^ the 
close of such taxable year as may be applicable) was derived from 
sources within a possession of the United States, and 

(ii) If 50 percent or more of the gross income of such citizen or 
domestic corporation (computed without the benefit of section 931) 
for such period or such part thereof was derived from the active con- 
duct of a trade or business within a possession of the United States. 
In the case of a citizen, the trade or business may be conducted on his 
own account or as an employee or agent of another. The salary or 
other compensation paid by the United States to the members of its 
civil, military, or naval personnel for seryices rendered within a pos- 
session of the United States represents income derived froni the active 
conduct of a trade or business within a possession of the United States. 
The salary or other compensation paid for services performed by 
a citizen of the United States as an employee of the United States 
or any agency thereof shall, for the purposes of section 931 and this 
section, be deemed to be derived from sources within the United States. 
Dividends received by a citizen from a corporation whose incoine was 
derived from the active conduct of a business within a possession of 
the United States, does not represent income derived from the active 
conduct of a trade or business within the possession of the United 

even though such citizen was actively engaged in the man- 
ent of such corporation. For a determination of income from 
iS within the United States, see sections 861, 862, 863, 864, 931 
nd the regulations thereunder. 

31~1 (a)(1) 
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(2) helationship of sections 931 and 911 , — A citizen of the United 
btates who cannot meet the 80-percent and the 50-percent require- 
ments 01 section 031 but who receives earned income from sources 
within a possession of the United States, is not deprived of the bene- 
fits of the provisions of section 911 (relating to the exemption of earned 
income from sources outside the United States), provided he meets 
the requirements thereof. In such a case none of the provisions of 
section 931 is applicable in determining the citizen’s tax liability. For 
AAdiat constitutes earned income, see section 911 (b). 

(3) Meaning of gross income'^*' on joint return , — In the case of a 
husband and wife making a joint return, the term ‘‘gross income,” 
as used in this section, means the combined gross income of the spouses. 

{4z) Returns . — A citizen entitled to the benefits of section 931 is 
required to file with his individual return Form 1040 the schedule on 
Fonn 1040E. If a citizen entitled to the benefits of section 931 has 
no income from sources within the United States and does not receive 
within the United States any income derived from sources without 
the United States he is not required to file a return or the schedule 
on Form 1040E. 

(5) Illustration of the operation of section 931 . — This section may 
be illustrated by the following example : 

Example. On July 1, 1954, A, who is a citizen of the United 
States, went to a possession of the United States and established a 
business there which he actively conducted during the remainder of 
that year. His gross income from the business during such period 
was $20,000. In addition, he made a profit of $12,000 from the sale 
duidng the latter part of 1954 of some real estate located in such 
possession and not connected with his trade or business. In the first 
six months of 1954 he also derived $8,000 gross income from rental 
property located in the United States. He derived a like amount of 
gross income from such property during the last six months of 1954. 
On these facts, A may exclude the $32,000 derived from sources 
within the possession of the United States, since he qualified under 
section 931 with respect to that amount. The period of July 1, 1954, 
through December 31, 1954, constitutes the applicable part of the 
3-year period immediately preceding the close of the taxable year 
(the calendar year 1954) , and for that period, 80 percent of A’s gross 
income was derived from sources within a possession of the United 
States ($32,000, or 80 percent of $40,000) and 50 percent or more of 
A’s gross income was derived from the active conduct of a trade or 
business within a possession of the United States ($20,000, or 50 per- 
cent of $40,000) . A is required to report on his return for 1954 only 
the gross income derived by him from sources within the United 
States ($16,000 from the rental property located in the United 
States). 

(c) Amounts received in United States , — Notwithstanding the pro- 
visions of section 931(a), there shall be included in the gross income 
of citizens and domestic corporations therein specified aU amounts, 
whether derived from sources within or without the United States, 
which are received by such citizens or corporations within the Unitecl 
States. From the amounts so included in gross income there shall 
be deducted only the expenses properly apportioned or allocated 

469580^-58 24 § 1,931-1 (c) 
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thereto. For instance, if in the example set forth in § 1.931-1 (b) (5) , 
the taxpayer during the latter part of 1954 returned to the United 
States for a few weeks and while there received the proceeds resultmg 
from the sale of the real estate located in the possession, tlm proiits 
derived from such transaction should be reported in gross income. 
Such receipt in the United States, however, would not deprive the 
taxpayer of the benefits of section 931 with respect to other items oi 
gross income excluded by that section. ^ 

(d) Deductions, — (1) Indwiducils, — In the case oi a citizen entitieci 
to the benefits of section 931, the deductions allowed in coinputnig 
taxable income, except the standard deduction and a deduction foi 
one personal exemption (see sections 142 (b) (2) and 931(e), respec- 
tively), are allowed only if and to the extent that they are connected 
ivith income from sources within the United States. The provisions 
of section 873 and the regulations thereunder, relating to the allowance 
to nonresident alien individuals, who at any time within the taxable 
year were engaged in trade or business within the United States, ox 
the deductions provided in section 165(c) (2) and (3) for losses not 
connected with the trade or business, are applicable in the case ox 
citizens entitled to the benefits of section 931. The provisions of 
section 873(c) and the regulations thereunder pertaining to the 
allowance to such nonresident alien individuals of deductions for 
contributions provided in section 170 are also applied in the case of 
such citizens, 

(2) 0 orporations, — Corporations entitled to the benefits of section 
931 are allowed the same deductions from their gross income arising 
from sources within the United States as are allowed to domestic cor- 
porations to the extent that such deductions are connected with such 
gross income, except that the so-called charitable contribution deduc- 
tion provided by section 170 to corporations is allowed whether or not 
connected with mcome from sources within the United States. The 
proper apportionment and allocation of the deductions with respect 
to sources within and without the United States shall be deteiuiiined 
as provided in sections 861, 862, 863, 864, and the regulations there- 
under. 

(e) Deduction for personal exemption, — citizen of the United 
States entitled to the benefits of section 931 is allowed a deduction for 
only one exemption under section 151. 

(f ) AUowmice of deductions and credits, — Unless a citizen of the 
United States or a domestic corporation entitled to the benefits of 
section 931 shall file or cause to be filed with the district director a 
true and accurate return of total income from all sources wdthin the 
United States, in a manner prescribed in subtitle F of the Internal 
Revenue Code of 1954, the tax shall be collected on the basis of the 
gross income (not the taxable income) from sources within the United 
States. If such citizen or corporation fails to file a necessary income 
tax return, the Commissioner will cause a return to be made, including 
therein all income from sources within the United States and allow- 
ing no deductions or credits (except credit for tax withheld at source) . 

(g) Foreign tm credit, — ^Persons entitled to the benefits of section 
931 are not allowed the credits provided for in section 901 (relating 
to credits for taxes of foreign countries and possessions) . 

§ lJ31-l(d)(l) 
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(li) InterQiees , — If a citizen of the United States — 

(1) Was interned by the enemy while serving as an employee 
within a possession of the United States; and 

(2) Was contined in any place not within a possession of the 
United States, then 

(i) Snell place of confinement shall be considered as within 
a {)ossession of the United States for the purposes of section 
931; and 

(ii) Section 931(b) shall not apply to any compensation re- 
ceived within the United States by such^ citizen attributable to 
the period of time during which such citizen was interned by 
tlic enemy. 

(i) Em/ployees of the United States . — For the purposes of section 
931, amounts paid for services pei'fonned by a citizen of the United 
States as an employee of the United States or any agency thereof 
shall bo deemed to be derived from sources within the United States. 


§ 1.932 Statutory Provisions; Taxation of Citizens of Posses- 
sions OF THE United States. 


SKC. 032. CITIZENS OF POSSESSIONS OF THE UNITED STATES. 


(a) General Rule. — Any individual who is a citizen of any possession 
of tlui United States (but not otherwise a citizen of the United States) 
and who is not a resident of the United States shall be subject to taxation 
under tins subtitle only as to income derived from sources within the 
United States, and in such case the tax shall be computed and paid m the 
same manner and subject to the same conditions as in the case of other 
p(‘rs(>ns who are taxable only as to income derived from such sources. 
This section shall have no application in the case of a citizen of Puerto 


^^*Vh) VuiciN Islands. — Nothing in this section shall be construed to 
alt(ir or amend the Act entitled “An Act appropnations for 

naval scnwice for the fiscal year ending June 30, 10^.2, and for other pu - 
poses”, approved July 12, 1921 (48 U. S. C. 1397) relating to the imposi- 
tion of income taxes in the Virgin Islands of the United States. 

(c) (luAM. — For applicability of United States income tax laws m Guam, 
see section 31 of the Act of August 1, 1050 (48 U. S. 0. 1421 i) ; for disposi- 
tion of the proceeds of such taxes, see section 30 of such Act (48 U. S. O. 
1421h). 


§ 1 .932—1 Status of Citizen's of the United States Possessions 
(a) General rule. — (1) Deiinition and treatment . — A citizen or a pos- 
session of the United Spates (except Puerto Rico) , who is not otherwise 

a citizen or resident of the United Uo1in£ 

the Territories of Alaska and Hawaii, and the District of Columbia, 
is treated for the purpose of the tax as if he were a nonresident alien 
individual. See sections 871 through 87T, and the there- 

under for rules relating to imposition of tax on nonresident alien in- 
dividuals. For Federal income tax purposes, a citizen of a possession 
of the United States who is not otherwise a citizen of the United States 
is a citizen of a possession of the United States has not become 
-1 cttizmTf the Vnited States by naturalization. The fixed or deter- 

minable annual or porionioal State SSted 

viifi+pq of a citizen of a possession of tne United ptates wno is treatea 

s\s if he were a nonresident alien individual is subject to withholding. 
See section 1441. 


§ 1.932-1 (a)(1) 
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(2) Classification of citizens of United States possessions,— Fov tlie 
purpose of this section citizens of the possessions of the United States 
\y1io are not otherwise citizens of the United States are divided into 
two classes : (i) Citizens of possessions of the United States who at 
any time within the taxable year are not engaged in trade or business 
within the United States, and (ii) citizens of possessions of the United 
States who at any time within the taxable year are engaged in trade 
or business within the United States. The provisions of sections 871 
to 877, inclusive, and the regulations thereunder, applicable to non- 
resident alien individuals not engaged in trade or business within 
the United States, are applicable to the citizens of possessions falling 
within the first class, while the provisions of such sections applicable 
to nonresident alien individuals who at any time -within the taxable 
j^ear are engaged in trade or business within the United States are 
apj)licable to citizens of possessions falling within the second class. 

(b) No application to citizen of Puerto Rico, — The provisions of 
section 932(a) and this section shall have no application in the case 
of a citizen of Puerto Eico. 

§ 1.933 Statxjtoey Provisions; Income From Sources Within 
Puerto Rico. 

SEC. 933. INCOME FROM SOURCES WITHIN PUERTO RICO. 

Tlae following items shall not be included in gross income and shall be 
exempt from taxation under this subtitle : 

(1) Resident of Puerto rico for entire taxable year. — In the case 
of an individual who is a bona fide resident of Puerto Rico during the 
entire taxable year, income derived from sources within Puerto Rico 
(except amounts received for services performed as an employee of the 
United States or any agency thereof) ; but such individual shall not be 
allowed as a deduction from his gross income any deductions (other 
than the deduction under section 151, relating to personal exemptions) 
properly allocable to or chargeable against amounts excluded from gross 
income under this paragraph. 

(2) Taxable year of change of residence from Puerto rico. — In the 
case of an individual citizen of the United States who has been a bona 
fide resident of Puerto Rico for a period of at least 2 years before the date 
on which he changes his residence from Puerto Rico, income derived 
from sources therein (except amounts received for services performed 
as an employee of the United States or any agency thereof) which is 
attributable to that part of such period of Puerto Rican residence before 
such date ; but such individual shall not be allowed as a deduction from 
his gross income any deductions (other than the deduction for personal 
exemptions under section 151) properly allocable to or chargeable against 
amounts excluded from gross income under this paragraph. 

§ 1.933-1 Exclusion of Certain Income From Sources Within 
Puerto Rico. — (a) General rule. — ^An individual (whether a United 
States citizen or an alien) , who is a bona fide resident of Puerto Rico 
during the entire taxable year, shall exclude from his gross income the 
income derived from sources within Puerto Rico, except amounts 
received for services performed as an employee of the United States 
or any agency thereof. Whether the individual is a bona fide resident 
of Puerto Rico shall be determined in general by applying to the 
facts and circumstances in each case the principles of §§ 1.871-2, 
1.871—3, 1.871-4, and 1.871-5, relating to what constitutes residence 
or nonresidence, as the case may be, in the United States in the case of 

^ 1.932-1 (a) (2) 
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an alien individual Once bona fide residence in Puerto Eico lias 
been established, temporary absence therefrom in the United States 
or elsewhere on vacation or business trijps will not necessarily deprive 
an individual of his status as a bona fide resident of Puerto Eico. 
An individual taking up residence in Puerto Eico during the course 
of the taxable year is not entitled for such year to the exclusion 
provided in section 933. 

(b) Taxable year of change of residence from Puerto Rico, — A 
citizen of the United States who changes his residence from Puerto 
Eico after having been a bona fide resident thereof for a period of 
at least two years immediately preceding the date of such change in 
residence shall exclude from his gross income the income derived 
from sources within Puerto Eico which is attributable to that part 
of such period of Puerto Eican residence which preceded the date 
of such change in residence, except amounts received for services 
performed as an employee of the United States or any agency thereof. 

(c) Deductions, — In any case in which any amount otherwise con- 
stituting gross income is excluded from gross income under the pro- 
visions of section 933, there shall not be allowed as a deduction from 
gross income any items of expenses or losses or other deductions 
(except the deduction under section 151, relating to personal exemp- 
tions) properly allocable to, or chargeable against, the amounts so 
excluded from gross income. 

China Trade Act Corporations 

§ 1.941 Statutory Provisions; Special Deduction eor China 
Trade Act Corporations. 

SEC. 941. SPECIAL DEDUCTION FOR CHINA TRADE ACT COR- 
PORATIONS. 

(a) Allowance of Deduction. — For purposes only of the taxes imposed 
by section 11, there shall be allowed, in the case of a corporation organized 
under the China Trade Act, 1922 (15 U. S. C. ch. 4, sec. 141 and following), 
in addition to the deductions from taxable income otherwise allowed such 
corporation, a special deduction, in computing the taxable income, of an 
amount equal to the proportion of the taxable income derived from sources 
within Formosa and Hong Kong (determined without regard to this section 
and determined in a similar manner to that provided in part I) which the 
par value of the shares of stock of the corporation owned on the last day 
of the taxable year by — 

(1) persons resident in Formosa, Hong Kong, the United States, or 
possessions of the United States, and 

(2) individual citizens of the United States wherever resident, bears 
to the par value of the whole number of shares of stock of the corpora- 
tion outstanding on such- date. In no case shall the diminution, by 
reason of such special deduction, of the taxes imposed by section 11 
(computed without regard to this section) exceed the amount of the 
special dividend certified under subsection (b) of this section. 

(b) Special Dividend. — The special deduction provided in subsection 
(a) shall not be allowed unless the Secretary of Commerce has certified 
to the Secretary of the Treasury or his delegate — 

(4) the amount which, during the year ending on the date fixed by 
law for filing the return, the corporation has distributed as a special 
dividend to or for the benefit of such persons as on the last day of the 
taxable year were resident in Formosa, Hong Kong, the United States, 
or possessions of the United States, or were individual citizens of the 
United States, and owned shares of stock of the corporation ; 
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(2) that such special dividend was in addition to all other amounts, 
payable or to be paj^able to such persons or for their benefit, by reason 
of their interest in the corporation ; and 

(3) that such distribution has been made to or for the benefit of such 
persons in proportion to the par value of the shares of stock of the corpo- 
I'ation owned by each except that if the corporation has more than one 
class of stockj the certificates shall contain a statement that the articles 
of incorporation provide a method for the apportionment of such special 
dividend among such persons, and that the amount certified has been 
distributed in accordauce with the method so provided. 

(c) Ownership of Stock. — For purposes of this section, shares of stock 
of a corporation shall be considered to be owned by the person in whom the 
equitable right to the income from such shares is in good faith vested. 

§ 1.941—1 Special Deduction" eor China Trade Act Corpora- 
tions. — 111 addition to the deductions from taxable income otherwise 
allowed such a corporation, a China Trade Act corporation is, under 
certain conditions, allowed an additional deduction in computing tax- 
able income. This special deduction is an amount equal to the propor- 
tion of the taxable income derived from sources within Formosa and 
Hong Kong (determined without regard to this section and determined 
in a manner similar to that jirovided in sections 861, 862, 863, 864, 
and the regulations thereunder) which the par value of the shares of 
stock of the corporation, owned on the last day of the taxable year by 

(a) persons resident in Formosa, Hong Koiig^ the United States, or 
possessions of the United States, and (b) ind-ividual citizens of the 
United States wherever resident, bears to the par value of the wdxole 
iiiunber of shares of stock of the corporation outstanding on that 
date. The decrease, by reason of such deduction, in the tax imposed by 
section 11 must not, however, exceed the amount of the special dividend 
referred to in section 941 (b), and is not allowable unless the siiecial 
dividend has been certified to the Commissioner by the Secretary of 
Commerce. 

§ 1.941—2 Meaning of Terms Used in Connection With China 
Trade Act Corporations. — (a) A China Trade Act corporation is one 
organized under the provisions of the China Trade Act, 1922 (15 
U. S. C., ch. 4, sec. 141 et seq.). 

(b) The term “special dividend” means the amount "which is dis- 
tributed as a dividend to or for the benefit of such persons as on the last 
day of the taxable year were resident in Formosa, Hong Kong, the 
United States, or possessions of the United States, or were individual 
citizens of the United States, and owned shares of stock of the corpora- 
tion. Such dividend must be distributed prior to or at the time fixed 
by law for filing the return of the corporation, including the period of 
any extension of time granted under rules and regulations prescribed 
by the Commissioner with the approval of the Secretary or his delegate. 
Such special dividend does not include any other amounts payable or 
to be payable to such persons or for their benefit by reason of their 
interest in the corporation and must be made in proportion to the par 
value of the shares of stock of the corporation owned by each. 

(c) For the purposes of section 941, the shares of stock of a China 
Trade Act corporation are considered to be owned by the person in 
whom the equitable right to the income from such shares is in good 
faith vested. 

§ 1.941-1 
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(d) “-Taxab^}. income derived from sources Tvitliiu Formosa and 
Hong Kong” is the sum of the taxable income from sources wholly 
wiiiiiin^ Formosa and Hong Kong and that portion of the taxable in- 
conie from sources partly within and partly without Formosa and 
Hong Kong Avhich may be allocated to sources within Formosa and 
Hong Kong. The method of computing this income is similar to 
that described in sections 861, 862, 863, 864, and the regulations tliere- 
uudcr. 


§ l.l) 1:1-3 Illustration or Principles. — The application of sec- 
tion Oil may be illustrated by the following example: 

E'xmnple. (1) The A Company, a China Trade Act corporation, 
has taxable income (computed without regard to the deduction under 
section 911) for the calendar year 1951 of $200,000 and receives no 
di vidends from domestic corporations. All of its stock on December 
31 , 1954, is o wned on that date by persons resident in Formosa, Hong 
Kong, the United States, or possessions of the United States, or in- 
dividual citizens of the United States. It distributes a special divi- 
dend amounting to $100,000 on February 15, 1955, which is certified 
by the Secretary of Commerce as provided in section 941(b) . For 
the purpose of the tax imposed by section 11, it is necessary in this 
exajuple to make two computations, first, without allowing the spe- 
cial deduction from taxable income on account of income derived 
f rom sources within Formosa and Hong Kong, and, second, allowing 
such deduction. The computations are as follows : . ^ , 

(2) First computation; without allowing the special deduction 
from taxable income. 


Taxa})le income 

Ncnanal tax (section 11(b)) 
Siirtax (section 11(e)) ... 
Total inoonie tax 


$200,000 

60.000 

38.500 

98.500 


(3) Second computation; allowing the special deduction from 
taxable income. 


Taxable income 


$200,000 


Since tlic total taxable income is derived from sources within For- 
mosa and Hong Kong and since the feafby 

of tlie corporation owned on the last 

/^ \ resident in Formosa, Hong Kong, the Unitea . 

nol 4iom of States and (b) individna citizens of the 

hS Stated .nhrever resident, is 100 percent of the par value of 
the total number of shares of stock of the corporation outstanding 
on that day, 100 percent of such taxable income is deductibl . 


Special deduction from taxable income _ 
Amount of income subject to tax undei section 1 


$200,000 

None 


UUIUIL UX JLIIXVAJIV- ... 

of ^lie Ipectai 

dSXifranowanleTnd the corporation has no income tax 
liability for 1954. 
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§ 1.942 Statutory Provisions; Disallowance of Foreign Tax 
Credit. 

SEC. 942. DISALLOWANCE OF FOREIGN TAX CREDIT. 

A corporation organized under the China Trade Act, 1922, shall not be 
allowed the credits against the tax for taxes of foreign countries and pos- 
sessions of the United States allowed by section 901. 

§ 1.943 Statutory Provisions ; Exclusion of Dividends to Eesi- 
dents of Formosa or Hong Kong. 

SEC 943 EXCLUSION OF DIVIDENDS TO RESIDENTS OP FOR- 
MOSA OR HONG KONG. 

Amounts distributed as dividends to or for the benefit of any person by 
a corporation organized under the China Trade Act, 1922, shall not be in- 
cluded in gross income and shall be exempt from taxation under this sub- 
title if, at the time of such distribution, such person is a resident of Formosa 
or Hong Kong, and the equitable right to the income of the shares of stock 
of the corporation is in good faith vested in him. 

§ 1.948-1 Withholding by a China Trade Act Corporation. — 
Dividends distributed by a China Trade Act corporation wliicli are 
treated as income from sources within the United States under the 
provisions of sections 861, 862, 863, 864, and the regulations there- 
under are subject to withholding at the rate of 30 percent when paid 
to persons (other than residents of Formosa and Hong Kong) who 
are (a) nonresident aliens, (b) nonresident partnershijis composed in 
whole or in part of nonresident aliens, or (c) nonresident foreign cor- 
porations. The 30 percent rate of withholding specified in this section 
with respect to dividends shall be reduced to such rate as may be 
provided by treaty with any country. See section 1441 and the 
regulations thereunder. 

Gain os Loss on Disposition of Propebtt 

determination of amount of and recognition of gain or loss 

§ 1.1001 Statutory Profusions; Determination of Amount of 
and Kecognition of Gain or Loss. 

SEC 1001. determination of amount of and recognition 
OP GAIN OR LOSS. 

(a) Computation of Gain os Loss. — The gain from the sale or other dis- 
position of property shall be the excess of the amount realized therefrom 
over the adjusted basis provided in section 1011 for determining gain, and 
the loss shall be the excess of the adjusted basis provided in such section 
for determining loss over the amount realized. 

(b) Amount Bealizei).— The amount realized from the sale or other 
disposition of property shall he the sum of any money received plus the fair 
market value of the property (other than money) received. In determining 
the amount realized— 

(1) there shall not be taken into account any amount received as 
reimbursement for real property taxes Tvhich are treated under section 
164(d) as imposed on the purchaser, and 

(2) there shall be taken into account amounts representing real pro,p- 
erty taxes which are treated under section 164(d) as imposed on the 
taxpayer if such taxes are to be paid by the purchaser. 

(c) Recognition of Gain oe Loss. — In the case of a sale or exchange 
of property, the extent to which the gain or loss determined under this 

§ 1.942 
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section sliall be recognized for purposes of ttiis subtitle shall be determined 
under section 1002. 

(d) Installment Sales. — ^Nothing in this section shall be construed to 
prevent (in the case of property sold under contract providing for payment 
in installments) the taxation of that portion of any installment payment 
representing gain or profit in the year in which such payment is received. 

§ 1.1001-1 Computation of Gain op Loss. — (a) General rule . — 
Except as otherwise provided in subtitle A, the gain or loss realized 
from the conversion of property into easily or from the exchange of 
property for other property differing materially either in kind or 
in extent, is treated as income or as loss sustained. The amount real- 
ized from a sale or other disposition of property is the sum of any 
money received plus the fair market value of any property (other than 
money) received. The fair market value of property is a question 
of fact, but only in rare and extraordinary cases will property be 
considered to have no fair market value. The general method of 
computing such gain or loss is prescribed by section 1001, which con- 
templates that from the amount realized upon the sale or exchange 
there shall be withdrawn a sum sufficient to restore the adjusted basis 
prescribed by section 1011 and regulations thereunder (i. e., the cost 
or other basis adjusted for receipts, expenditures, losses, allowances, 
and other items chargeable against and applicable to such cost or 
other basis) . The amount which remains after the adjusted basis has 
been restored to the taxpayer constitutes the realized gain. If the 
amount realized upon the sale or exchange is insufficient to restore to 
the taxpayer the adjusted basis of the property, a loss is sustained 
to the extent of the difference between such adjusted basis and the 
amount realized. The basis may be different depending upon whether 
gain or loss is being computed. For example, see section 1015(a) 
and the regulations thereunder. 

(b) Real estate taxes as amounts received . — (1) Section 1001(b) 
and section 1012 state rules applicable in making an adjustment upon 
a sale of real property with respect to the real property taxes ap- 
portioned between seller and purchaser under section 161(d). Thus, 
if the seller pays (or agrees to pay) real property taxes attributable 
to the real property tax year in which the sale occurs, he shall not 
take into account, in determining the amount realized from the sale 
under section 1001(b), any amount received as reimbursement for 
taxes which are treated under section 164(d) as imposed upon the 
purchaser. Similarly, in computing the cost of the property under 
section 1012, the purchaser shall not take into account any amount 
paid to the seller as reimbursement for real property taxes which are 
treated under section 164(d) as imposed upon the purchaser. These 
rules apply whether or not the contract of sale calls for the purchaser 
to reimburse the seller for such real property taxes paid or to be paid 
by the seller. 

(2) On the other hand, if the purchaser pays (or is to pay) an 
amount representing real property taxes which are treated under sec- 
tion 164(d) as imposed upon the seller, that amount shall be taken 
into account both in determining the amount realized from the sale 
under section 1001(b) and in computing the cost of the property 
under section 1012. It is immaterial whether or not the contract of 
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sale specifies that the sale price has been reduced by, or is in any 
way intended to reflect, the taxes allocable to the seller. See also 
§ 1.1012-1 (b). 

(3) Subparagraph (1) of this paragraph shall not apply to a seller 
who, in a taxable year prior to the taxable year of sale, pays an amount 
representing real property taxes 'which are treated under section 
164 (d) as imposed on the purchaser, if such seller has elected to 
capitalize such amount in accordance with section 266 and the regula- 
tions thereunder (relating to election to capitalize certain carrying 
charges and taxes). 

(4) The application of this paragraph may be illustrated by the 
following examples: 

Example (i). Assume that the contract price on the sale of a 
parcel of real estate is $50,000 and that real property taxes thereon 
in the amount of $1,000 for the real property tax year in which oc- 
curred the date of sale were previously paid by the seller. Assume 
further that $750 of the taxes are treated under section 164(d) as 
imposed upon the purchaser and that he reimburses the seller in that 
amount in addition to the contract price. The amount realized by 
the seller is $50,000. Similarly, $50,000 is the purchaser’s cost. If, 
in this example, the purchaser made no payment other than the 
contract price of $50,000, the amount realized by the seller would be 
$49,250, since the sales price would be deemed to include $750 paid 
to the seller in reimbursement for real property taxes imposed upon 
the purchaser. Similarly, $49,250 would be the purchaser’s cost. 

Example (2 ) . Assume that the purchaser in example (1) above, 
paid all of the real property taxes. Assume further that $250 of the 
taxes are treated under section 164(d) as imposed upon the seller. 
The amount realized by the seller is $50,250. Similarly, $50,250 is 
the purchaser’s cost, regardless of the taxable year in wdiich the 
purchaser makes actual payment of the taxes. 

Example (S), Assume that the seller described in the first part 
of example (1) , above, paid the real property taxes of $1,000 in the 
taxable year prior to the taxable year of sale and elected under sec- 
tion 266 to capitalize the $1,000 of taxes. In such a case, the amount 
realized is $50,750. Moreover, regardless of whether the seller 
elected to capitalize the real property taxes, the purchaser in that 
case could elect under section 266 to capitalize the $750 of taxes 
treated under section 164(d) as imposed upon him, in which case 
his adjusted basis would be $50,750 (cost of $50,000 plus capitalized 
taxes of $750). 

(c) Other rules, — (1) Even though property is not sold or otherwise 
disposed of, gain is realized if the sum of all the amounts received 
which are required by section 1016 and other applicable provisions of 
subtitle A of the Internal Revenue Code of 1954 to be applied against 
the basis of the property exceeds such basis. Except as otherwise pro- 
vided in section 301(c) (3) (B) with respect to distributions out of 
increase in value of property accrued prior to March 1, 1913, such 
gain is includible in gross income under section 61 as ^‘income from 
whatever source derived”. On the other hand, a loss is not ordinarily 
sustained prior to the sale or other disposition of the property, for 
the reason that until such sale or other dispositions occurs there re- 
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mains tlio possibility that the taxpayer may recover or recoup the 
adjusted basis of the property. Until some identifiable event fixes the 
actual sustaining of a loss and the amount thereof, it is not taken into 
account. 


(2) The provisions of subparagraph (1) of this paragraph may he 
illustrated by the following example ; 

Example. A, an individual on a calendar year basis, purchased 
certain shares of stock subsequent to February 28, 1913, for 810,000. 
On January 1, 195i, A’s adjusted basis for the stock had been re- 
duced to $1,000 by reason of receipts and distributions described in 
sections 1016 (a) (1) and 1016(a) (4) . He received in 1954 a further 
distribution of $5,000, being a distribution covered by section 
1016(a) (4), other than a distribution out of increase of value of 
property accrued prior to March 1, 1913. This distribution applied 
against the adjusted basis as required by section 1016(a) (4) exceeds 
that basis by $4,000. The $4,000 excess is a gain realized by A in 
1954 and is includible in gross income in his return for that calendar 
year. In computing gain fi’om the stock, as in adjusting basis, no 
distinction is made between items of receipts or distributions de- 
scribed in section 1016. If A sells the stock in 1955 for $5,000, he 
realizes in 1955 a gain of $5,000, since the adjusted basis of the stock 
for the purpose of computing gain or loss from the sale is zero. 

(d) Installment sales.— hx the case of property sold on the install- 
ment plan, special I'ules for the taxation of the gain are prescribed 


in section 453. Tcn * 

(e) Transfers in pairt a sale and in part a gift.—{l) Where a trans- 
fer of property is in part a sale and in piart a gift, the transferor has a 
gain to the extent that the amount realized by him exceeds ms adjusted 
basis in the property. However, no loss is sustained on such a transfer 
if the amoifnt realized is less than the adjusted basis. For deter- 
mination of basis of the property m the hands of the transferee see 


^ ^(2) Examples . — The provisions of subparagraph (1) of this para- 
graph may be illustrated by the following examp es . 

^ Example (1). A transfers property to his son for $60,000. Such 
nronertv in the hands of A has an adjusted basis of $30,000 (and a 
fair market value of $90,000). A’s gain is >0^ Soor'He 
$60,000, the amount realized, over the i market 

has made a gift of $30,000, the excess of $90,000, the fair market 

value, over the amount realized, $60,000. , 

Example {2). A transfers property to his son f oi ||0,000. bu 
nronertv in the hands of A has an adjusted basis of $60,000 (anil ^ 
lair\narket value of $90,000) . A has no gain or loss, and has made 
^glrt of $60,0^^^^^^^^ of $90,000, the fair market value, over the 

amount realized, $£0,00^^^^ property to his son for $30,000 Such 

propertTin A’s hands'has an adjusted basis of $30,000 (and a lair 
pioperty in ^ ^ naims j 

realized, $30,000. . perty to his son for $30,000 Such 

prfpTSTin hatSs an ?djLti basis of $90,000 (and a fair 

^ ^ § 1.1001-1 (e)( 2 ) 
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market value of $60,000) . A lias sustained no loss, and has made a 
gift of $30,000, the excess of $60,000, the fair market value, over the 
amount realized $30,000. 

§ 1.1002 Statutoky Provision's ; Eecognition of Gain or Loss. 
SEC. 1002. recognition OF GAIN OR LOSS. 

Except as otherwise provided in this subtitle, on the sale or exchange 
of property the entire amount of the gain or loss, determined under section 
1001, shall be recognized. 

§ 1.1002-1 Sales or Exchanges. — (a) General rule. — The gen- 
eral rule with respect to gain or loss realized upon the sale or exchange 
of property as determined under section 1001 is that the entire amount 
of such gain or loss is recognized except in cases where specific pro- 
visions of subtitle A of the Internal Eevenue Code of 1954 provide 
otherwise. 

(b) Striet construction of exceptions from general rule. — The ex- 
ceptions from the general rule requiring the recognition of all gains 
and losses, like other exceptions from a rule of taxation of general 
and uniform application, are strictly construed and do not extend 
either beyond the words or the underlying assumptions and purposes 
of the exception. Nonrecognition is accorded by the Internal Revenue 
Code of 1954 only if the exchange is one which satisfies both (1) the 
specific description in the Code of an excepted exchange, and (2) the 
underlying purpose for which such exchange is excepted from the 
general rule. The exchange must be germane to, and a necessary 
incident of, the investment or enteriirise in hand. The relationship 
of the exchange to the venture or enterjirise is always material, and 
the surrounding facts and circumstances must be shown. As else- 
where, the taxpayer claiming the benefit of the excei^tion must show 
himself within the exception. 

(c) Certain exceptions to general rule. — ^Exceptions to the general 
rule are made, for example, by sections 351(a) , 354, 361 ( a) , 371(a) (1) , 
371(b) (1), 721, 1031, 1035 and 1036. These sections describe certain 
specific exchanges of property in which at the time of the exchange 
particular differences exist between the property parted with and 
the prox^erty acquired, but such differences are more formal than sub- 
stantial. As to these, the Internal Revenue Code of 1954 provides 
that such differences shall not be deemed controlling, and that gain 
or loss shall not be recognized at the time of the exchange. The 
underlying assumption of these exceptions is that the new j^roperty 
is substantially a continuation of the old investment still unliquidated ; 
and, in the case of reorganizations, that the new enterx^rise, the new 
corporate structure, and the new prox^erty are substantially continua- 
tions of the old still unliquidated. 

(d) Exchange. — Ordinarily, to constitute an exchange, the trans- 
action must be a reciprocal transfer of property, as distinguished 
from a transfer of prox^erty for a money consideration only. 
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BASIS RULES OF GENERAL APPLICATION 

§ 1.1011 Statutory Provisions; Adjusted Basis for Determin- 
ing Gain or Loss. 

SEC. 1011. ADJUSTED BASIS FOR DETERMINING GAIN OR DOSS. 

The adjusted basis for determining the gain or loss from the sale or other 
disposition of property, whenever acquired, shall be the basis (determined 
under section 1012 or other applicable sections of this subchapter and sub- 
chapters G (relating to corporate distributions and adjustments), K (re- 
lating to partners and partnerships), and P (relating to capital gains and 
losses) ), adjusted as provided in section 1016. 

§ 1.1011-1 Adjusted Basis. — The adjusted basis for determining 
the gain or loss from the sale or other disposition of property is the 
cost or other basis prescribed in section 1012 or other aiiplicable pro- 
visions of subtitle A of the Internal Eevenue Code of 195-1, adjusted 
to the extent provided in sections 1016, 1017, and 1018 or as otherwise 
specifically provided for under applicable provisions of internal 
revenue laws. 

§ 1,1012 Statutory PROvisioisrs ; Basis of Property — Cost. 

SEC. 1012. BASIS OF PBOPEBTY— COST. 

The basis of pronerty shall be the cost of sue hproperty, except as other- 
wise provided in this subchapter and subchapters 0 (relating to corporate 
distributions and adjustments), K (relating to partners and partnerships), 
and P (relating to capital gains and losses). The cost of real property shall 
not include any amount in respect of real property taxes which are treated 
under section 164(d) as imposed on the taxpayer. 

§ 1.1012-1 Basis OF Property. — (a) General rule. — In general, the 
basis of property is the cost thereof. The cost is the amount paid for 
such property in cash or other property. This general rule is subject 
to exceptions stated in snbehapter O (relating to gain or loss on the 
disposition of property), subchapter C (relating to corporate dis- 
tributions and adjustments), subchapter K (relating to partners and 
partnerships) , and subchapter P (relating to capital gains and losses) 
of chapter 1 of the Internal Eevenue Code of 1954. 

(h) Real estate tarns as fart of cost, — In computing the cost of 
real property, the purchaser shall not take into account any amount 
paid to the seller as reimbursement for real property taxes which are 
treated under section 164(d) as imposed upon the purchaser. This 
rule applies whether or not the contract of sale calls for the pur- 
chaser to reimburse the seller for such real estate taxes paid or to be 
paid by the seller. On the other hand, where the purchaser pays (or 
assumes liability for) real estate taxes which are treated under sec- 
tion 164(d) as imposed upon the seller, such taxes shall be considered 
part of the cost of the property. It is immaterial whether or not 
the contract of sale specifies that the sale price has been reduced by, 
or is in any way intended to reflect, real estate taxes allocable to the 
seller under section 164(d). For illustrations of the application of 
this paragraph, see § 1.1001— 1(b). 

(c) [Eeserved.] 

(d) Special rales, — For special rules for determining the basis for 
gain or loss in the case of vessels acquired through the Maritime 
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Commission (or its successor), see sections 510 and 511 of the Mer- 
chant Marine Act of 1936 (46 U. S. C. 1160, 1161). For special 
rules for determining the unadjusted basis of property recovered 
in respect of war losses, see section 1336. For special rules for de- 
termining the basis for gain or loss in the case of the disposition 
of a share of stock acquired pursuant to the timely exercise of a 
restricted stock option where the option price was between 85 per- 
cent and 95 percent of the fair market value of the stock at the time 
the option was granted, see section 421(b). For special rules for 
determining the basis and adjusted basis of property acquired or 
improved with the proceeds of a grant or loan made to a taxpayer 
by the United States for the encouragement of exploration, develop- 
menf, or mining of critical and strategic minerals or metals, see 
section 621. 

§ 1.1012-2 Transfers in Part a Sale and in Part a Gift. — For 
rule relating to basis of jproperty acquired in a transfer which is in 
part a gift and in part a sale, see § 1.1015-4. 

§ 1.1013 Statutory Provisions ; Basis of Property Included in 
Inventory. 

SEC. 1013. BASIS OF PROPERTY INCLUDED IN INVENTORY. 

If the property should have been included in the last inventory, the basis 
shall be the last inventory value thereof. 

§ 1.1013-1 Property Included in Inventory. — The basis of prop- 
erty required to be included in inventory is the last inventory value 
of such property in the hands of the taxi^ayer. The requirements 
with resj)ect to the valuation of an inventory are stated in sections 
471, 472, and the regulations thereunder. 

§ 1.1014 Statutory Provisions; Basis of Property Acquired 
from a Decedent. 

SEC. 1014. BASIS OF PROPERTY ACQUIRED FROM A DECEDENT. 

(a) In General. — Except as otherwise provided in this section, the basis 
of property in the hands of a person acquiring the property from a decedent 
or to whom the property passed from a decedent shall, if not sold, exchanged, 
or otherwise disposed of before the decedent’s death by such person, be the 
fair market value of the property at the date of the decedent’s death, or, 
in the case of an election under either section 2032 or section 811(j) of the 
Internal Revenue Code of 1939 where the decedent died after Octobr 21, 
1942, its value at the applicable valuation date prescribed by those sections. 

(b) Property Acquired from the Decedent. — l^r i)uiT)oses of subsec- 
tion (a), the following property shall be considered to have been acquired 
from or to have passed from the decedent : 

(1) Property acquired by bequest, devise, or inheritance, or by the 
decedent’s estate from the decedent ; 

(2) Property transferred by the decedent during his lifetime in trust 
to pay the income for life to or on the order or direction of the decedent, 
with the right reserved to the decedent at all times before his death to 
revoke the trust ; 

(3) In the case of decedents dying after December 31, 1951, property 
transferred by the decedent during his lifetime in trust to pay the 
income for life to or on the order or direction of the decedent with the 
right reserved to the decedent at all times before his death to make any 
change in the enjoyment thereof through the exercise of a power to alter, 
amend, or terminate the trust ; 
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(4) Property passing without full and ade<iuate consideration under 
a general power of appointment exercised by the decedent by will ; 

(5) In the case of decedents dying after August 26, 1937, property 
acquired by bequest, devise, or inheritance or by the decedent’s estate 
from the decedent, if the property consists of stock or securities of a 
foreign corporation, which with respect to its taxable year next preceding 
the date of the decedent’s death was, under the law applicable to such 
year, a foreign personal holding company. In such case, the basis shall 
be the fair market value of such property at the date of the decedent’s 
death or the basis in the hands of the decedent, whichever is lower ; 

(6) In the case of decedents dying after December 31, 1947, property 
which represents the surviving spouse’s one-half share of community 
property held by the decedent and the surviving spouse under the com- 
iiuinity property laws of any State, Territory, or possession of the United 
States or any foreign country, if at least one-half of the whole of the 
community interest in such property was includible in determining the 
value of the decedent’s gross estate under chapter 11 of subtitle B (sec- 
tion 2001 and following, relating to estate tax) or section 811 of the 


Internal Revenue Code of 1939; i ^ 

(7) In the case of decedents dying after October 21, 1942, and on oi 
before December 31, 1947, such part of any property, representing the 
surviving spouse’s one-half share of property held by a decedent and 
the surviving spouse under the community property laws of any fetate, 
Territory, or possession of the United States or any 

was included in determining the value of the gross estate of the ^cedent, 
if a tax under chapter 3 of the Internal Revenue Code of 1939 was pay- 
able on the transfer of the net estate of the decedent. In such case 
nothing in this paragraph shall reduce the basis below that w^hich would 
exist if the Revenue Act of 1948 had not been enacted; Kofm-A 

(8) In the case of decedents dying after December 31, 19o0, and 

Tanuarv 1 1954, property which represents the survivor s interest m a 
foTraml survivor’s annuity if the value of any part of such t was 

required to be included in determining the ^ 

acSred irl the decefeat hy ?e"ason of death 

other conditions (including P™p«-ty acauired through the ^ 

non-exercise of a power of appom^^^^^ decedent's 

is reauired to be "ded in determim g 

gross estate under chi^tei 11 of suDtit acauired before the death 

Code of 1039. In such tte pioperty is 

of the decedent, the basis shall taxnaver as deductions 

section (a) reduced by ttie . g„i(jtitie or prior income tax laws 

in computing taxable income ^^der t amorUzatlon, and depletion 

for exhaustion, wear ^nd tear ob^escence^^^^^^^^^^ 

This naragraph shall not apply to ^ 

is! (5> »»'>■ “ »™'"* 

(C) l^i?fPf^'\®®XToTropertTwhieh constitutes a right to receive an 

itemTf IncomT in ^g^!!.T^h^\ect1on shall noTlpply to restricted 

Jch'oSonOresSd fn Son ^1 which the employee has not exercised 


at death. ^ . . 

§ 1.1014r-l Basis os' Pkopektt if^f^gtiSaMo^proyide 

General roZe.— The purpose which is equal to the 

a basis for property acquired f v^^ruoses of the Federal estate 

value placed upon such property for purposes 
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tax. Accordingly, the general rule is that the basis of property ac- 
quired from a decedent is the fair market value of such property at 
the date of the decedent’s death, or, if the decedent’s executor so 
elects, at the alternate valuation date prescribed in section 2032, or 
in section 811 (j) of the Internal Eevenue Code of 1939. Property 
acquired from a decedent includes, principally, property acquired by 
bequest, devise, or inheritance, and, in the case of decedents dying 
after December 31, 1953, property required to be included in de- 
termining the value of the decedent’s gross estate under any provi- 
sion of the Internal Eevenue Code of 1951 or the Internal Eevenue 
Code of 1939. The general rule governing basis of property ac- 
quired from a decedent, as well as other rules prescribed elsewhere 
in this section, shall have no application if the property is sold, 
exchanged, or otherwise disposed of before the decedent’s death by 
the person who acquired the property from the decedent. For gen- 
eral rules on the applicable valuation date where the executor of a 
decedent’s estate elects under section 2032, or under section 811 (j) 
of the Internal Eevenue Code of 1939, to value the decedent’s gross 
estate at the alternate valuation date prescribed in such sections, see 
§ 1.1011~3(e). 

(b) Soofe and application, — ^With certain limitations, the general 
rule described in paragraph (a) of this section is applicable to the 
classes of property described in paragraphs (a) and (b) of § 1.1014-2. 
Special basis rules with respect to the basis of certain other property 
acquired fooin a decedent are set forth in § 1.1014-2 (c). These spe- 
cial rules concern certain stock or securities of a foreign personal 
holding company and the surviving spouse’s one-half share of com- 
munity property held with a decedent dying after October 21, 
1942, and on or before December 31, 1947. In this section and 
§§ 1.1014-2 to 1.1014-6, inclusive, whenever the words “property ac-i 
quired from a decedent” are used they shall also mean “property, 
passed from a decedent” and the phrase “person who acquii'ed it from 
the decedent” shall include the “person to whom it passed from the 
decedent.” 

(c) Property to wMch section 101 Jj, does not apply, — Section 1014 
shall have no application to the following classes of property : 

(1) Property which constitutes a right to receive an item of 
income in respect of a decedent under section 691 ; and 

(2) Eestricted stock options described in section 421 which the 
employee has not exercised at death, regardless of the date on which 
the employee died. 

§ 1.1014-2 Peoperty Acquired From a Decedent. — (a) In gen- 
eral, — ^The following property, except where otherwise indicated, is 
considered to have been acquired from a decedent and the basis thereof 
is determined in accordance with the general rule in § 1.1014-1 : 

(1) Without regard to the date of the decedent’s death, property 
acquired by bequest, devise, or inheritance, or by the decedent’s estate 
from the decedent, whether the property was acquired under the dece- 
dent’s will or under the law governing the descent and distribution of 
the property of decedents. However, see paragraph (c) (1) of this 
section if the property was acquired by bequest or inheritance from a 

§ 1.1014-1 (b) 
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decedent dying after August 26, 1937, and if such property consists 
of stock or securities of a foreign personal holding company. 

(2)^ Without regard to the date of the decedent's death, property 
transferred by the decedent during his lifetime in trust to pay the 
incoiue for life to or on the order or direction of the decedent, with 
the right reserved to the decedent at all times before his death to 
revoke the trust. 


(3) In the case of decedents dying after December 31, 1951, prop- 
erty transferred by the decedent during his lifetime in trust to pay 
the income for life to or on the order or direction of the decedent with 
the right reserved to the decedent at all times before his death to make 
any change in the enjoyment thereof through the exercise of a power 
to alter, amend, or terminate the trust. 

(4) Without regard to the date of the decedent’s death, property 
passing without full and adequate consideration under a general 
power of appointment exercised by the decedent by will. (See section 
2041(b) for definition of general power of appointment.) 

(5) In the case of decedents dying after December 31, 1947, prop- 
erty which represents the surviving spouse’s one-half share of com- 
munity property held by the decedent and the surviving spouse under 
the community property laws of any State, Territory, or possession 
of the United States or any foreign country, if at least one-half of 
the whole of the community interest in that property was includible 
in determining the value of the decedent’s gross estate under part III 
of chapter 11 (relating to the estate tax) or section 811 of the Internal 
lievenue Code of 1939. It is not necessary for the application of this 
subparagraph that an estate tax return be required to be filed tor 
the estate of the decedent or that an estate tax be payable. 

(6) In the case of decedents dying after December 31, 1950, and 
before January 1, 1954, property which represents the survivor s inter- 
est in a joint and survivor’s annuity if the value of any part ot that 
interest was required to be included in determining the value ot the 
decedent’s gross estate under section 811 of chapter 3 of the Internal 
Eevenue Code of 1939. It is necessary only that the value of a part 
of the survivor’s interest in the annuity be includible in the ^^ss 
estate under section 811. It is not necessary for application of this 
subparagraph that an estate tax return be required to be filed for the 
estate of the decedent or that an estate tax be payable. 

(b) Property acguired from a decedent dying after December e?i, 
igh —i 1) In general— In addition to the property described in para- 
oxaph (a) of this section, and except as otherwise Provided in sub- 
liaragraph (3) of this paragraph, in the case of a ^iecedeiit dying after 
December 31, 1953, property shall also be considered to have been ac- 
quired from the decedent to the extent that both of the following con- 
ditions are met: (i) the property was acquired from the decedent by 
reason of death, Wrm of ownership, or other conditions (including 
property acquirk through the exercise or non-exercise of a power of 
ippointment), and (ii) the property is 

oToqs estate under the provisions of the Internal Eevenue Code ot 
1954, or 1939, because of such acquisition. The basis of such proper y 
in the hands of the person who acquired it from the 
be determined in accordance with the general rule in § 1.1014-1. S , 

459586° — 58 25 § 1.1014— 2 (b) (1) 
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’lowever. § 1.1014-6 for special adjustments if such property is ac- 
qiiirecl before tlie death of the decedent. See also subparagraph (3)1 
for a description of property not within the scope of this paragraph. 

1 2) Rules for the application of subparagraph (J').— Except as 
provided in subparagraph (3), this paragraph generally includes all 
property acquired from a decedent, which is includible in the gross 
estate of the decedent if the decedent died after December 31, 1953. 
It is not necessary for the application of this paragmph that an 
estate tax return be required to be filed for the estate of the decedent 
or that an estate tax be payable. Property acquired prior to the 
death of a decedent which is includible in the decedent’s gross estate, 
such as property transferred by a decedent in contemplation of death, 
and property held by a taxpayer and the decedent as joint tenants 
or as tenants by the entireties is within the scope of this paragraph. 
Also, this paragraph includes property acquired through the exercise 
or iioiiexercise of a power of appointment where such property is 
includible in the decedent’s gross estate. It does not include property 
not includible in the decedent’s gross estate such as property not 
situated in the United States acquired from a nonresident who is not 
a citizen of the United States. 


(3) Exceptions to application of paragraph (b), — The rules in 
paragi*aph (b) are not applicable to tlie following property : 

(i) iuHiiiities described in section 72; 

(ii) Stock or securities of a foreign personal holding comi^any 
as described in section 1014(b) (5) (see paragraph (c)(1) of this 

section) ; 

(iii) Property described in any paragraph other than paragraph 
(9) of section 1014(b). See paragraphs (a) and (c) of this section. 

In illustration of subdivision (ii), assume that A acquired by gift 
stock of a character described in paragraph (c) (1) of this section 
troin a donor and upon the cleath of the donor the stock was includible 
in tlie^ donor’s estate as being a gift in contemplation of death. A’s 
o*is in the stock would not be determined by reference to its fair 
iBarket value at the donor’s death under the general rule in section 
lyi4|a). Furthermore, the special basis rules prescribed in para- 
graph (c)(1) are not applicable to such property acquired by gift 
m conTemplation of death. It will be necessary to refer to the rules 
111 seccion lOlo(a) to determine the basis. 

(c) Sin,cial basis rules loith respect to certain property o/sguived 
rtom a iuctdt'/it. (1) Stock or securities of a foreign personal hold-- 
tng eonipaiiy.—TRi^ basis of certain stock or securities of a foreign 
corporation which was a foreign personal holding company with 
ie:-pect to its taxable year next preceding the date of the decedent’s 
€ eat I IS governed by a special rule. If such stock was acquired from 
V dying after August 26, 1937, by bequest or inheritance, or 

decedent, the basis of the property in 
so acquired it (notwithstanding any 
n of section 1014) shall be the fair market value of 

the decedent’s death or the adjusted 
* 79 \ Q ‘-^oeb 111 the limids of the decedent, whichever is lower. 

property of decedent dying 
aftu Jctobej ^7 , and on or before December SI ^ — In tli0 

§ 1.1014--2(b)(2) 
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case of a decedent dying after October 21, 1912, and on or before 
December 31, a special rule is provided for determining tlie 

basis of such part of any property, representing the surviving spouse’s 
one-half share of property held by the decedent and the surviving 
spouse under the community property laws of any State, Territory, 
or possession of the United States or any foreign county, as was 
included in determining the value of the decedent’s gross estate, 
if a tax under chapter 3 of the Internal Kevenue Code of 1939 was 
payable upon the decedent’s net estate. In such case the basis shall 
be the fair market value of such part of the iJroperty at the date of 
death (or the optional valuation elected under section 811 (j) of the 
Internal Eevenue Code of 1939) or the adjusted basis of the property 
determined without regard to this subparagraph, whichever is the 
higher. 

§ 1.1014—3 Other Basis Rules. — (a) Fcdr maorket value . — For 
purposes of this section and § 1.1014-1, the value of property as of 
the date of the decedent’s death as appraised for the purpose of the 
Federal estate tax or the alternate value as appraised for such purpose, 
whichever is applicable, shall be deemed to be its fair market value. 
If no estate tax return is required to be filed under section 6018 (or 
under section 821 or 864 of the Internal Revenue Code of 1939) the 
value of the property appraised as of the date of the decedent’s 
death for the purpose of State inheritance or transmission taxes shall 
be deemed to be its fair market value and no alternate valuation 
date shall be applicable. 

(b) Property acquired from a decedent dying before March 1, 
1913 . — If the decedent died before March 1, 1913, the fair market 
value on that date is taken in lieu of the fair market value on the 
date of death, but only to the same extent and for the same purposes 
as the fair market value on March 1, 1913, is taken under section 1053. 

(c) Reinvestments by a fiduciary . — ^The basis of property acquired 
after the death of the decedent by a fiduciary as an investment is the 
cost or other basis of such property to the fiduciary, and not the fair 
market value of such property at the death of the decedent. For 
example, the executor of an estate purchases stock of X company 
at a price of $100 per share with the proceeds of the sale of pi’operty 
acquired from a decedent. At the date of the decedent’s death the 
fair market value of such stock was $98 per share. The basis of 
such stock to the executor or to a legatee, assuming the stock is dis- 
tributed, is $100 per share. 

(cl) Reinvestments of property traoisferred dunng life . — ^Wliere 
property is transferred by a decedent during life and the property 
is sold, exchanged, or otherwise disposed of before the decedent’s 
death by the person who acquired the property from the decedent, 
the general rule stated in § 1.1014-1 (a) shall not apply to such prop- 
erty. However, in such a case, the basis of any pi-operty acquired 
by such donee in exchange for the original property, or of any prop- 
erty acquired by the donee through reinvesting the proceeds of the 
sale of the original property, shall be the fair market value of the 
property thus acquired at the date of the decedent’s death (or ap- 
plicable alternate valuation date) if the property thus acquired is 

§ 1.1014-3(d) 
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properly included in the decedent’s gross estate for Federal estat 
tax purposes. These rules also apply to property acquired by tin 
donee in any further exchanges or in further reinvestments. Fo: 
example, on January 1, 1956, the decedent made a gift of real pi’op 
erty to a trust for the benefit of his children, reserving to hin^sel; 
the power to revoke the trust at will. Prior to the decedent’s deatl 
the trustee sold the real property and invested the proceeds in stoci 
Ox the Y Company at $50 per share. At the time of the decedent’i 
death the value of such stock was $75 per share. The corpus of tin 
trust was required to be included in the decedent’s gross estate owiii^ 
to his reservation of the power of revocation. The basis of the 1 
Company stock following the decedent’s death is $75 per share. More 
over, if the tiuistee sold the Y Company stock before the decedent’i 
death for $65 a share and reinvested the proceeds in Z Compaii; 
stock which increased in value to $85 per share at the time of tlii 
decedent’s death, the basis of the Z Company stock following the dece 
dent s death would be $85 per share. 

(e) Alternate valuation dates . — Section 1014:(a) provides a spccia 
rule applicable in determining the basis of property described ii 
§ 1.1014-2 where— x i J 

(1) The property is includible in the gross estate of a decedeii 
who died after October 21, 1942, and 

(2) The executor elects for estate tax purposes under sectioi 
2032, or section 811 (j) of the Internal Eevenue Code of 1939 
to value the decedent’s gross estate at the alternate valuation dat< 
prescribed in such sections. 

In those cases, the value applicable in determining the basis of tin 
property is not the value at the date of the decedent’s death but ( will 
certain limitations) the value at the date one year after his death i: 
not distributed, sold, exchanged, or otherwise disposed of in tin 
meantime. If such property was distributed, sold, exchanged, o; 
otherwise disposed of within one year after the date of the decedent’i 
death by the person who acquired it from the decedent, the valin 
applicable in determining the basis is its value as of the date of sud 
distribution, sale, exchange, or other disposition. For illustratiom 
of the operation of this paragraph, see the estate tax regulations uii 
der section 2032. 

§ 1.1014—4 UxiFOUMiTY OF Basis ,* Adjustment to Basis. — (a] 
In general . — (1) The basis of propeidy acquired from a decedent, ai 
determined under section 1014(a), is uniform in the hands of ever] 
person having possession or enjoyment of the property at any tini< 
under the will or other instrument or under the laws of descent anc 
distribution. The principle of uniform basis means that the basii 
of the ppperty (to which proper adjustments must, of course, b( 
made) will be the same, or uniform, whether the property is possessec 
or enjoyed by the executor or administrator, the heir, the legatee oi 
devisee, or the trustee or beneficiary of a trust created by a will or ai 
inter vivos trust. In determining the amount allowed or allowable 
to a taxpayer in computing taxable income as deductions for depre 
ciation or depletion under section 1016(a) (2), the uniform basis oi 
the property shall at all times be used and adjusted. The sale, eX' 

§ L1014-3(e) 
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change, or other disposition by a life tenant or remainderman of his 
interest in property will, for purposes of this section, have no effect 
upon the uniform basis of the property in the hands of those who 
acquired it from the decedent. Thus, gain or loss on sale of trust 
assets by the trustee will be determined without regard to the prior 
sale of any interest in the property. Moreover, any adjustment for 
depreciation shall be rnade to the uniform basis of the property with- 
out regard to such prior sale, exchange, or other disposition. 

(2) Under the law governing wills and the distribution of the 
property of decedents, all titles to property acquired by bequest, 
devise, or inheritance relate back to the death of the decedent, even 
though the interest of the person taking the title was, at the date of 
death of the decedent, legal, equitable, vested, contingent, general, 
specific, residual, conditional, executory, or otherwise. Accordingly, 
there is a common acquisition date for all titles to property acquired 
from a decedent within the meaning of section 1014, and, for this 
reason, a common or uniform basis for all such interests. For ex- 
ample, if distribution of personal property left by a decedent is not 
made until one year after his death, the basis of such property in the 
hands of the legatee is its fair market value at the time when the 
decedent died, and not when the legatee actually received the prop- 
erty. If the bequest is of the residue to trustee in trust, and the 
executors do not distribute the residue to such trustees until five years 
after the death of the decedent, the basis of each piece of property 
left by the decedent and thus received, in the hands of the trustees, 
is its fair market value at the time when the decedent dies. If the 
bequest is to trustees in trust to pay to A during his lifetime the in- 
come of the property bequeathed, and after his death to distribute 
such property to the survivors of a class, and upon A’s death the 
property is distributed to the taxpayer as the sole survivor, the basis 
of such property, in the hands of the taxpayer, is its fair market 
value at the time when the decedent died. The purpose of the Inter- 
nal Eevenue Code in prescribing a general uniform basis rule for 
property acquired from a decedent is, on the one liand,^ to tax the 
gain, in respect of such property, to Mm who realizes it (without 
regard to the circumstance that at the death of the decedent it may 
have been quite uncertain whether the taxpayer would take or gain 
anything) ; and, on the other hand, not to recognize as gain any ele- 
ment of value resulting solely from the circumstance that the posses- 
sion or enjoyment of the taxpayer was postponed. Such postpone- 
ment may be, for example, until the administration of the decedent’s 
estate is completed, until the period of the possession or enjoyment 
of another has terminated, or until an uncertain event has happened. 
It is the increase or decrease in the value of property I’eflected in a 
sale or other disposition which is recognized as the measure of gain 
or loss. 

(3) The principles stated in subparagraphs (1) and (2) of this 
paragraph do not apply to property transferred by an executor, ad- 
ministrator or trustee, to an heir, legatee, devisee or beneficiary under 
circumstances such that the transfer constitutes a sale or exchange. In 
such a case, gain or loss must be recognized by the transferor to the 
extent required by the revenue laws, and the transferee acquires a 

§ 1.1014-4(a)(3> 
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basis equal to the fair market value of the property on the date of the 
transfer. Thus, for example, if the trustee of a trust created by will 
transfers to a beneficiary, in satisfaction of a specific bequest of 
$10,000, securities which had a fair market value of $9,000 on the date 
of the clecedent^s death (the applicable valuation date) and $10,000 on 
the date of the transfer, the trust realizes a taxable gain of $1,000 and 
the basis of the securities in the hands of the beneficiary would be 
$10,000. As a further example, if the executor of an estate transfers to 
a trust property worth $200,000, which had a fair market value of 
$175,000 on the date of the decedent’s death (the applicable valuation 
date) , in satisfaction of the decedent’s bequest in trust for the benefit 
of his wife of cash or securities to be selected by the executor in an 
amount suflScient to utilize the marital deduction to the maximum ex- 
tent authorized by law (after taking into consideration any other 
property qualifying for the marital deduction), capital gain in the 
amount of $25,000 would be realized by the estate and the basis of the 
property in the hands of the trustees would be $200,000. If, on the 
other hand, the decedent bequeathed a fraction of his residuary estate 
to a trust for the benefit of his wife, which fraction will not change 
regardless of any fluctuations in value of property in the decedent’s 
estate after his death, no gain or loss would be realized by the estate 
upon transfer of property to the trust, and the basis of the property 
in the hands of the trustee would be its fair market value on the date of 
the decedent’s death or on the alternative valuation date. 

( b ) Multiple interests , — ^Where more than one person has an interest 
in property acquired from a decedent, the basis of such property shall 
be determined and adjusted without regard to the multiple interests. 
The basis for computing gain or loss on the sale of any one of such mul- 
tiple interests shall be determined under § 1.1014-5. Thus, the deduc- 
tions for depreciation and for depletion allowed or allowable, under 
sections 167 and 611, to a legal life tenant as if the life tenant were the 
absolute owner of the property, constitute an adjustment to the basis 
of the property not only in the hands of the life tenant, but also in the 
hands of the remainderman and every other person to whom the same 
uniform basis is applicable. Similarly, the deductions allowed or 
allowable under sections 167 and 611, both to the trustee and to the 
trust beneficiaries, constitute an adjustment to the basis of the prop- 
erty not only in the hands of the trustee, but also in the hands of the 
trust beneficiaries and every other person to whom the uniform basis 
is applicable. See, however, section 262. Similarly, adjustments in 
respect of capital expenditures or losses, tax-free distributions, or 
other distributions applicable in reduction of basis, or other items for 
which the basis is adjustable are made without regard to which one 
of the persons to whom the same uniform basis is applicable makes 
the capital expenditures or sustains the capital losses, or to whom the 
tax-free or other distributions are made, or to whom the deductions 
are allowed or allowable. See § 1.1014-6 for adjustments in respect 
of property acquired from a decedent prior to his death. 

( c) Reeo7^d8—^\\Qi executor or other legal representative of the de- 
cedent, the fiduciary of a trust under a will, the life tenant and every 
other person to whom a uniform basis under this section is applicable, 
shall maintain records showing in detail all deductions, distributions, 
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or other itwiis for which adjustment to basis is required to be made bv 
sections 1016 and 1017, and shall furnish to the district director such 
infoinicition with r6spect to thoso cidjustmeiits as Iio may rsquiro. 

. § l-lOll— 5 ^ Gain OR Loss, (a) Sale or other disposition of a life 
interest, remainder interest, or other interest in propertv acauired 
from a decedent.— {1) The gain or loss from a sale or other dispo- 
sition o± a life inteerst, remainder interest, or other interest in prop- 
erty acquired from a decedent is determined by comparing the 
amount ot the proceeds with the amount of that part of the adiiisted 
uniform basis which is assignable to the interest sold or otherwise 
disposed of. The adjusted unifoim basis is the uniform basis of the 
entire prqiierty adjusted to the time of sale or other disposition of 
any such interest as required by sections 1016 and 1017. The uniform 
basis is the unadjusted basis of the entire property determined im- 
mediately after the decedent’s death under the applicable sections 
of part II of subchapter O of chapter 1 of the Internal Eevenue Code 
of 1954. The proper measure of gain or loss resulting from a sale 
or other disposition of an interest in property acquired from a de- 
cedent is so much of the increase or decrease in the value of the 
entire property as^ is reflected in such sale or other disposition. 
Hence, in ascertaining the basis of a life interest, remainder interest, 
or other interest which is sold or otherwise disposed of, the uniform 
basis rule contemplates that proper adjustments will be made to re- 
flect the change in relative value of the interests on account of the 
passage of time. Where a remainder interest is subject to a life 
interest in one person only, the factors set forth in the table which 
appears at the end of this subparagraph shall be used in determining 
the basis of the life interest or the remainder interest in the property 
at the time such interest is sold. The basis of the life interest or the 
.remainder interest is computed by multiplying the uniform basis 
(adjusted to the time of the sale) by the appropriate factor. In the 
icase of the sale of a life interest or a remainder interest, the factor 
used is the factor which appears in the life interest or the remainder 
interest column of the table opposite the age (at the time of the 
sale) of the person at whose death the life interest will terminate. 


TABLE OE FACTORS 

( These factors are taken from Table I of the Estate Tax Regulations. See Table I 
in § 20.2031-7 (/) of those regulations for remainder and life factors for ages 
not shown here.) 


Age of 

measuring life 

Factor for 
life 

interest 

Factor for 
remainder 
interest 

Age of 

measuring life 

Factor for 
life 

interest 

Factor for 
remainder 
interest 

21 

0.78203 

0.21797 

32 

0.70245 

0.29755 

22 

.77576 

.22424 

33 

.69401 

.30599 

23 

.76930 

.23070 

34 

.68536 

.31464 

24 

.76266 

.23734 

3.5 

.67650 

.32350 

25 

.75582 

.24418 

36 

.66743 

.33257 

2fi 

.74880 

.25120 

37 

.65815 

.34185 

27 

.74157 

.25843 

38 

.64867 

.35133 

28 

.73416 

.26584 

39 

.63898 

.36102 

2f) 

.72653 

.27347 

40. 

.62908 

.37092 

30 

.71871 

.28129 

41 

.61899 

.38101 

31 

.71068 

.28932 

42 

.60869 

.39131 
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TABLE OF FAOTOKS— Continued ^ r 

( These factors are taken from Table I of the Estate_ Tax Regulations. See J a Die t 
in § ZO.ZOSl-'i if] of those regulations for reinainder and life factors for agis 

not slioicn here.) 


Age of 

measuring life 

Factor for 
life 

interest 

Factor for 
remainder 

1 interest 

Age of 

measuring life 

Factor for 
life 

interest 

Factor for 
rciiiaiudi'r 
iiiter(‘st 

4a 

0.59820 

0.40180 

62 _ 

0.37105 

0.02835 

44 i 

.58751 

.41249 

63^ 

.35911 

.64089 

45 

.57664 

.42336 

64 

.34063 

.6r> 337 

4f, 

.56559 

.43441 

65 

.33420 

.66i)80 

47 

.55436 ! 

.44564 

66 

.32186 

.67814 

4S 

.54297 

.45703 

67 ^ 

.30962 

.60038 

49 

.53141 

.46859 

68 ^ 

.29750 

.70250 

50 

.51970 

.48030 

60 

.28552 

.71448 

51 

.50785 

.49215 

70 ^ 

^ .27370 

.72030 

52 

.49587 

.50413 

71 ^ 

.26205 

.73705 

58 

.48377 

.51623 

72 _ - 

.25059 

.74941 

54 

.47157 

.52843 

73 

.23034 

.76060 

55 

.45926 

.54074 

74 

.22831 

.77169 

nf) 

.44688 

.55312 

75 ^ _ - 

.21752 

.78248 

57 

.43442 

.56558 

76 .. 

.20698 

.70302 

5S 

.42191 

.57809 

77^ 

.19670 

.80330 

59 

.40936 

.59064 

78 

.18671 

.81320 

60 

.39679 

.60321 

79_ 

.17700 

.82300 

61 

.38422 

.61578 

80 _ 

.16759 

.83241 








In cases in which the value of an interest cannot be determined froin 
the above table, for example, cases in which the interest to be valued 
is dependent upon the continuation or termination of more than^ oiu'- 
life, or there is a term-certain concurrent with one or more lives, 
the factor is to be computed upon the basis of the Makeliamized 
mortality table and interest at the rate of 31/2 percent a year, com- 
pounded annually. This table appears as Table 38 of United States 
Life Tables and Actuarial Tables 1939-1941, published by the United 
States Department of Commerce, Bureau of the Census. Many such 
factors may be found in, or readily computed with the use of the 
tables contained in a pamphlet entitled “Actuarial Values for Estate 
and Gift Tax,'’ which may be purchased from the Superintendent 
of Docimients, United States Government Printing Office, Washing- 
ton 25, p. C. ; or a case requiring a special factor (provided the 
transaction is completed and not merely proposed or hypothetical) 
may be stated to the Commissioner who will furnish such factor. 
The request must be accompanied by a statement of the date of birtli 
of each person, the duration of whose life may affect the value of 
the interest, and by copies of the relevant instruments. 

(2) The application of this section may be illustrated by the fol- 
lowing example: 

Example. Improved realty having a fair market value of $20,000 
at the date of the decedent’s death on January 1, 1954, is devised to 
A for life, with remainder over to B. On January 1, 1958, A sells 
his life interest for $12,500. Dunng each of the years 1954-1957, in- 
clusive, A was allowed a deduction of $300 for depreciation. Thus, 
the adjusted uniform basis of the property is $18,800 ($20,000 minus 
$1,200 depreciation) . At the time of the sale, A was 39 years of age. 
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Tlie life factor to be used liere is 0.63898. The portion of the uni- 
form basis (adjusted to the time of the sale) assigned to A’s life 
interest is $12,012.82 ( 0.63898 X $18,800). A’s gain on the sale is 
$4:8.7.18 ($12,500-12,012.82). 

§ 1.1 014-6 Special Rule for Adjustments to Basis Where Prop- 
erty Is Acquired From a Decedent Prior to His Death. — (a) 
1% general , — (1) The basis of property described in section 1014 
(b) (9) which is acquired from a decedent prior to his death shall 
be adjusted for depreciation, obsolescence, amortization, and deple- 
tion allowed the taxpayer on such property for the period prior to 
the decedent’s death. Thus, in general, the adjusted basis of such 
property will be its fair market yalue at the decedent’s death, or the 
applicable alternate valuation date, less the amount allowed (deter- 
mined with regard to section 1016(a)(2)(B) to the taxpayer as 
deductions for exhaustion, wear and tear, obsolescence, amortization 
and depletion for the period held by the taxpayer prior to the dece- 
dent’s death. The deduction allowed for a taxable year in which the 
decedent dies shall be an amount properly allocable to that of the 
year prior to his death. For a discussion of the basis adjustment 
required by section 1014(b) (9) where property is held in trust, see 
paragraph (c) of this section. 

(2) Where property coming within the purview of subparagraph 
(1) of this paragraph was held by the decedent and his surviving 
spouse as tenants by the entirety or as joint tenants with right of 
survivorship, and joint income tax returns were filed by the decedent 
and the surviving spouse in which the deductions referred to in sub- 
paragraph (1) were taken, there shall be allocated to the surviving 
spouse’s interest in the property that proportion of the deductions 
allowed for each period for which the joint returns were filed which 
her income from the property bears to the total income from the 
property. Each spouse’s income from the property shall be deter- 
mined in accordance with local law. 

(3) The application of this paragraph may be illustrated by the 
following examples : 

Example (1), The taxpayer acquired income-producing prop- 
erty by gift on January 1, 1954. The property had a fair market 
value of $50,000 on the date of the donor’s death, January 1, 1956, 
and was included in his gross estate at that amount for estate tax 
purposes as a transfer in contemplation of death. Depreciation in 
the amount of $750 per year was allowable for each of the taxable 
years 1954 and 1955. However, the taxpayer claimed depreciation 
in the amdunt of $500 for each of these years (resulting in a reduc- 
tion in his taxes) and his income tax returns were accepted as filed. 
The adjusted basis of the property as of the date of the decedent’s 
death is $49,000 ($50,000, the fair market value at the decedent’s 
death, less $1,000, the total of the amounts actually allowed as 
deductions) . 

Example (S). On July 1, 1951, H purchased for $30,000 income- 
producing property which he conveyed to himself and W, his wife, 
as tenants by the entiretj. Under local law each spouse was en- 
titled to one-half of the income therefrom. H died on January 1, 
1955, at which time the fair market value of the property was 
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$40,000. The entire value of the property was included in H’s gross 
estate. H and W filed joint income tax returns for the years 1952, 
1953, and 1954. The total depreciation allowance for the year 1952 
was $500 and for each of the other years 1953 and 1954 was $1,000. 
One-half of the $2,500 depreciation will be allocated to W. The 
adjusted basis of the property in W’s hands of January 1, 1955, was 
$38,750 ($40,000, value on the date of H’s death, less $1,250, depre- 
ciation allocated to W for periods before H’s death). However, if, 
under local law, all of the income from the property was allocable 
to H, no adjustment under this paragraph would be required and 
W’s basis for the property as of the date of H’s death would be 
$40,000. 

(b) Multiple interests in property described in section 101I^(b) {9) 
and acquired from a decedent prior to Ms death, — (1) Where more 
than one person has an intei*est in property described in section 
1014(b) (9) which was acquired from a decedent before his death, the 
basis of such property and of each of the several interests therein 
shall, in general, be determined and adjusted in accordance with the 
principles contained in §§ 1.1014-4 and 1.1014-5, relating to the 
uniformity^ of basis rule. Application of these principles to the 
determination of basis under section 1014(b) (9) is shown in the re- 
maining subparagraphs of this paragraph in connection with certain 
commonly encountered situations involving multiple interests in prop- 
erty acquired from a decedent' before his death. 

(2) Where property is acquired from a decedent before his death, 
and the entire property is subsequently included in the decedent’s 
gross estate for estate tax purposes, the uniform basis of the property, 
as well as the basis of each of the several interests in the property, 
shall be determined by taking into account the basis adjustments 
required by section 1014(a) owing to such inclusion of the entire 
propei’ty in the decedent’s gross estate. For example, suppose that 
the decedent transfers property in trust, with a life estate to A, and 
the remainder to B or his estate. The transferred property consists 
of 100 shares of the common stock of X Corporation, with a basis 
of $10,000 at the time of the transfer. At the time of the decedent’s 
death the value of the stock is $20,000. The transfer is held to have 
been made in contemplation of death and the entire value of the trust 
is included in the decedent’s gross estate. Under section 1014(a), 
the uniform basis of the property in the hands of the trustee, the life 
tenant, and the remainderman, is $20,000. If immediately prior to 
the decedent’s death, A’s share of the uniform basis of $10,000 was 
$6,000, and B’s share was $4,000, then, immediately after the dece- 
dent’s death, A’s share of the uniform basis of $20,000 is $12,000, and 
B’s share is $8,000. 

(3) (i) In cases where, due to the operation of the estate tax, only 
a portion of property acquired from a decedent before his death is 
included in the decedent’s gToss estate, as in cases where the decedent 
retained a reversion to take effect upon the expiration of a life estate 
in another, the uniform basis of the entire property shall be de- 
termined by taking into account any basis adjustments required by 
section 1014(a) owing to such inclusion of a portion of the property 
in the decedent’s gross estate. In such cases the uniform basis is the 
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adjusted basis of the entire property immediately prior to the dece- 
dent’s death increased (or decreased) by an amount which bears the 
same relation to the total appreciation (or diminution) in value of 
the entire property (over the adjusted basis of the entire property 
immediately prior to the decedent’s death) as the value of the prop- 
erty included in the decedent’s gross estate bears to the value of the 
entire property. For example, assume that the decedent creates a 
trust to pay the income to A for life, remainder to B or his estate. 
The trust instrument further provides that if the decedent should 
survive A, the income shall be paid to the decedent for life. Assume 
that the decedent pre-deceases A, so that, due to the operation of the 
estate tax, only the present value of the remainder interest is in- 
cluded in the decedent’s gross estate. The trust consists of 100 shares 
of the common stock of X Corporation with an adjusted basis im- 
mediately prior to the decedent’s death of $10,000 (as determined 
under section 1015). At the time of the decedent’s death the value 
of the stock is $20,000, and the value of the remainder interest in the 
hands of B is $8,000. The uniform basis of the entire property fol- 


lowing the decedent’s death is $14,000, computed as follows : 

Uniform basis prior to decedent’s death $10,000 

plus 

Increase in uniform basis (determined by the following formula) 4,000 

Increase in uniform basis (to be $8,000 (value of property included 

determined) in gross estate ) _ 

$10,000 (total appreciation) ’ $20,000 (value of entire property) 

Uniform basis under section 1014(a) $14,000 


(ii) In cases of the type described in subdivision (i) of this sub- 
paragraph, the basis of any interest which is included in the decedent’s 
gross estate may be ascertained by adding to (or subtracting from) 
the basis of such interest determined immediately prior to the dece- 
dent’s death the increase (or decrease) in the uniform basis of the 
property attributable to the inclusion of the interest in the decedent’s 
gross estate. Where the interest is sold or otherwise disposed of at 
any time after the decedent’s death, proper adjustment must be made 
in order to reflect the change in value of the interest on account of the 
passage of time (see § 1.1014— 5(a) and the table included therein). 
For an illustration of the operation of this subdivision, see step 6 of 
the example in § 1.1014-7. 

(iii) In cases of the type described in subdivision (i) (cases where, 
due to the operation of the estate tax, only a portion of the property 
is included in the decedent’s gross estate), the basis for computing 
the depreciation, amortization, or depletion allowance shall be the 
uniform basis of the property determined under section 1014(a). 
However, the manner of taking into account such allowance com- 
puted with respect to such uniform basis is subject to the following 
limitations : 

(a) 111 cases where the value of the life interest is not included 
in the decedent’s gross estate, the amount of such allowance to the life 
tenant under section 167(g) (or section 611(b)) shall not exceed (or 
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be less than) the amount which would have been allowable to the 
life tenant if no portion of the basis of the property was determinocl 
under section 1014(a). Proper adjustment shall be made tor th(^ 
amount allowable to the life tenant, as required by section 10H5. 
Thus, an appropriate adjustment shall be made to the umforin basis 
of the property in the hands of the trustee, to the basis or ihe liie 
interest in the hands of the life tenant, and to the basis of tlie ic- 
mainder in the hands of the remainderman. 

(&) Any remaining allowance (that is, the increase m the atuount 
of depreciation, amortization, or depletion allowalile resulting from 
any increase in the uniform basis of the property under s<ytion 
1014(a)) shall not be allowed to the life tenant. 'The rcMuainmg 
allowance shall, instead, be allowed to the trustee to the extent that 
the trustee both (i) is required or permitted, by the governing trust 
instrument (or under local law), to maintain a reserve for deprecia- 
tion, amortization, or depletion and (2) actually maintains such a 
reserve. If, in accordance with the preceding sentence, tli(‘ trustc^e 
does maintain such a reserve, the remaining allowance shall be taken 
into account, under section 1016, in adjusting the uniform basis of the 
pi^operty in the hands of the trustee and in adjusting the liasis oi the 
remainder interest in the hands of the i*em{yiruleruuiu, but shall not 
be taken into account, under section 1016, in determining the htisis 
of the life interest in the hands of the life tenant. For an example 
of the operation of this subdivision, see § l.l()14--7 (b) . 

(4) In cases where the basis of any interest in property is n()t d(‘- 
termined under section 1014 (a), as where sucli interest (i) is not 
included in the decedent’s gross estate, or (ii) is sold, excluing(Ml <yr 
otherwise disposed of before the decedent’s deatli, tlie basis of su(‘h 
interest shall be determined under other applicable provisions ()f tlie 
Internal Eevenue Code. To illustrate, in the example showii in sub- 
division (i) of subparagraph (3) of this paragraph the basis of tlm- 
life estate in the hands of A shall be determined under section HU a, 
relating to the basis of property acquired by gift. If, on the oHuu* 
hand, A had sold his life interest prior to the decedeiiFs deatlu 
basis of the life estate in the hands of A’s transferee would bc"- deier- 
niined under section 1012. 

(c) Adjustments for deductions allowed frlov to the d. 4 ^ced(yn(\^ 
death,— {!) M stated in paragraph (a), section 1014(1;)) (9) rexiuires 
a reduction in the uniform basis of property acquired from a decHMUuit 
before his death for certain deductions allowed in res|)ect of sucli 
property during the decedent’s lifetime. In general, the amomit of 
the reduction in basis required by section 1014 (b) (9) shall l)e the 
aggregate of the deductions allowed in respect of the property, but. 
shall not include deductions allowed in respect of the property to the 
decedent himself. In cases where, owing to the operation of the estal e 
tax, only a part of the value of the entire property is included in tlie 
decedent’s gross estate, the amount of the reduction required by section, 
1014(b) (9) shall be an amount which bears the same relation to tlie 
total of all deductions (described in paragraph (a) of this section) 
allowed in respect of the property as the value of the property incluclcd 
m the decedent’s gross estate bears to the value of the entire property, 
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(2) The application of this j)aragraph may be illustrated by the 
following examples : 

Example (i) . The decedent creates a trust to pay the income to 
A for life, remainder to B or his estate. The j)roperty transferred 
in trust consists of an apartment building with a basis of $50,000 at 
the time of the transfer. The decedent dies 2 years after the transfer 
is made and the gift is held to have been made in contemplation of 
death. Depreciation on the property was allowed in the amount of 
$1,000 annually. At the time of the decedent’s death the value of 
the property is $58,000. The uniform basis of the property in the 
hands of the trustee, the life tenant, and the remainderman, imme- 
diately after the decedent’s death is $56,000 ($58,000, fair market 
value of the property immediately after the decedent’s death, re- 
duced by $2,000, deductions for depreciation allowed prior to the 
decedent’s death). 

Example {2). The decedent creates a trust to pay the income to 
A for life, remainder to B or his estate. The trust instrument pro- 
vides that if the decedent should survive A, the income shall be paid 
to the decedent for life. The decedent predeceases A and the pres- 
ent value of the remainder interest is included in the decedent’s 
gross estate for estate tax purposes. The property transferred con- 
sists of an apartment building with a basis of $110,000 at the time 
of the transfer. Following the creation of the trust and during the 
balance of the decedent’s life, deductions for depreciation were al- 
lowed on the property in the amount of $10,000. At the time of 
decedent’s death the value of the entire property is $150,000, and 
the value of the remainder interest is $100,000. Accordingly, the 
uniform basis of the property in the hands of the trustee, the life 
tenant, and the remainderman, as adjusted under section 1011 (b) 
(9), is $126,666, comp>uted as follows: 

Uniform basis prior to decedent’s death $100,000 

plus 

Increase in uniform basis — before reduction (determined by the fol- 
lowing formula) 33,333 

Increase in uniform basis (to be $100,000 (value of property in- 

determined) eluded in gross estate) 

$50,000 (total appreciation of proh- $150,000 (value of entire prop- 
erty since time of transfer) erty) 


less 


$133,333 


Deductions allowed prior to decedent’s death — taken into account un- 
der sec. 1014(b) (9) (determined by the following formula) 6,667 

Prior deductions taken into ac- $100,000 (value of property in- 
count (to be determined) eluded in gross estate) 

$10,000 (total deductions allowed— $150,000 (value of entire prop- 
prior to decedent’s death) erty) 


Uniform basis under section 1014 $126,666 

§ 1.1014—7 Example Applyixo Rules of §§ 1.1014r-4 Through 
1.1014-6 TO Case Ixvolvixg Multiple Interests. — 

(a) On January 1, 1950, the decedent creates a trust to pay the 
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income to A for life, remainder to B or liis estate. The trust in- 
striurient provides that if the decedent should survive A, the in- 
come shall be paid to the decedent for life. The decedent, who 
died on January 1, 1955, predeceases A, so that, due to the o|)eration 
of the estate tax, only the present value of tlie remainder i!der(‘s( is 
scheduled in the decedent’s gross estate. Tlie trust consists of an 
apartment building with a basis of $3(),()0() at the time of t rarisfer. 
Under the trust instrument the trustee is i*e(juired to nniintain a 
reserve for depreciation. During the decedent’s lifetime, deprecia- 
tion is allowed in the amount of $800 aiinuany. At the time of t he 
decedent’s death the value of the apartmenl building is $'15, 000. 
A, the life tenant, is 43 years of age at the time of the decedimtls 
death. Inmiediately after the decedent’s death, the uniform basis 
of the entire property under section 1014(a) is $32,0i27; A’s basis 
for the life interest is $15,553; and B’s basis for the remainder in- 
terest is $16,474, computed as follows: 

S'tep 1. Uniform basis (adjusted) immediately prior to d(H'(Ml(‘ut’s 


death : 

Basis at time of transfer $30,000 

less 

Depreciation allowed under section 1010 before deecMhnit’s (huitli 
($800X5) 4,000 


Step 2. Value of property included in decedent’s ^ross estate: 

0.40180 (remainder factor, age .... . .v-. . . 

43) X$45,000 (value of entire pn)perty )- $18, ().S I 


Step 8, Uniform basis of property under section 1014(a), IxUore re- 
duction required by section 1014(b) (0) 

Uniform basis (adjusted) prior to decedent’s death 

Increase in uniform basis (determined by the following formula) 
Increase in uniform basis (to $18,081 (value of property InehuU 
be determined) __ ed in gross estate) 

$19,000 (total appreciation,— $45,000 (vaUie ()f (nitinTmperFvl"' 
$45,000--$26,000) ^ ^ ' 


Step 4 . Uniform basis reduced as required by section 1014(b) (9) 
for deductions allowed prior to death : 

Uniform basis before reduction 

less 

Deductions allowed prior to decedent’s death — tJiken into account 
under section 1014(b)(9) (determined by the following for- 
mula) 

Prior deductions taken into $18,081 (wilue of p’ropori v Vnc’lvul- 

account (to be deter- ed in gross estate) 
mined) 


$4,000 (total deductions al- 
lowed prior to decedent’s 
death) 


$45,000 (value of entire property) 


$20,(100 

7,0'?4 

$33,034 

$33,03-t 

1,007 


$32,027 

step 5. A’s basis for the life interest at the time of the deoedeni ’s 
death, determined under section 1015 • “'-( CdtuT. s 

0.59820 (life factor, age 43) X2e,000 =.$15 553 

Step 6. forjhe remainder interest, determined under sec- 
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Basis prior to the decedent’s death : 

0.40180 (remainder factor, age 43) X $26,000 =$10,447 

plus 

Increase in uniform basis owing to decedent’s death : 

Increase in uniform basis $7,634 

Beduction required by section 1014(b) (9) 1,607 

6,027 


$16,474 

(b) Assume tlie same facts as in (a). Assume furtlier, tliat fal- 
lowing the decedent’s death, depreciation is allowed in the amount 
of $1,000 annually. As of January 1, 1964, when A’s age is 52, the 
adjusted uniform basis of the entire property is $23,027 ; A’s basis 
for the life interest is $9,323 ; and B’s basis for the remainder interest 
is $13,704, computed as follows: 

Step 7. Uniform basis (adjusted) as of January 1, 1064: 

Uniform basis determined under section 1014(a), reduced as re- 


quired by section 1014(b) (9) $32,027 

less 

Depreciation allowed since decedent’s death ($1,000X9) 9,000 

$23,027 


Step 8. Allocable share of adjustment for depreciation allowable in 
the nine years since the decedent’s death: 

A^s interest 

0.49587 (life factor, age 52)X$7,200 ( 800, depreciation attrib- 
utable to uniform basis before 
increase under section 1014(a) , 

X9) = $3,570 

B^s mtercst 

0.50413 (remainder factor, age 52) X $7,200 (SOO, depreciation at- 
tributable to uniform basis be- 
fore increase under section 

1014 (a), X9) = 3,630 

plus 

$200 (annual depreciation attributable to increase in uniform 

basis under section 1014(a) ) X9 = 1,800 

$5,430 

Step 9. Tentative bases of A’s and B’s interests as of January 1, 

1964 (before adjustment for depreciation) : 

mt crest 

0.49587 (life factor, age 52) x $26, 000 (adjusted uniform bases 

immediately before decedent’s 


death) =$12,893 

B’s mt crest \ 

0.50413 (remainder factor, age 52) X $26, 000 (adjusted uniform 

basis immediately before de- 
cedent’s death ) = 13,107 

plus 

Increase in uniform basis owing to inclusion of remainder in 
decedent’s gross estate 6,027 

$19,134 

Step 10. Bases of A’s and B’s interests as of January 1, 1964 

A 

Tentative basis (Step 9) $12,893 

less 

Allocable depreciation (Step 8) 3,570 

$ 9 ^ 
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Tentative basis (Step 9) 10,134 

less 

Allocable depreciation (Step 8) 0,430 

§ 1.1014-8 Bequest, Devise, or Inheritance of a Kemaindkk 
Interest. — (a)(1) VHiere property is transferred for life, witli re- 
mainder in fee, and the remainderman dies before the life tenant, no 
adjustment is made to the uniform basis of tlie proi^erty on tlie deatli 
of the remainderman (see § 1.1014-4(a) ) . However, the basis of the 
remainderman's heir, legatee, or devisee for the remainder interest 
2 s determined by adding to (or subtracting from) the part of the 
adjusted imiform basis assigned to the remainder interest (detenuined 
in aceoi'claiice with the principles set forth in §§ 1.1014—4 tliroiigh 
1.1011^6) the difference between — 

(i) The value of the remainder interest included in the remain - 
dermaifs estate, and 

(ii) The basis of the remainder interest immediately prior to 
the remainderman’s death. 

^ (2) The basis of any property distributed to the heir, legatee, or 
aevisee upon termination of a trust (or legal life estate) or at any 
oiiier tune (unless included in the gross income of the legatee oV 
devisee I shall be determined by adding to (or subtracting from) the 
SeS— property thus distributed the difference 

_ 11 ) The value of the remainder interest in the property included 
id die remanidermairs estate, and 

(ii) The basis of the remainder interest in the property imme- 
diately prior to the remainderman’s death. 

hx- rtl Sf Proidsioiis of paragraph (a) of this section are illustrated 
by the following e-vamples : 

Assume that, under the will of a decedent, prop- 
eitv .. 0 L^..-,ting of common stock with a value of $1,000 at the time of 
the clececlent s death is transferred in trust, to pU the income to A 
for life, remainder to B or to B’s estate. B predLeTsi A ii d bf 

f S tncrtimtfr’ p- that B dies on Jaiiiuuy 

^ 1 if originally transferred is 

vJ-rO-U at lis death. As age at that time is 37. The value of the 
lemamder interest included in B’s estate is <R')47 fo ftifr: !. f 
der factor age 37.x$l,eo0), .„d II to Ure 

e“Se death. LtTc that S 

r-c 1 “ /™d™ctei interest on January 1, 1961, when A’s aw 4.0 

compited ai followii“''^®'’ salels $596^ 

® to uniform 

* $3D1 

alue of reuiainder interest included in B’s estate . .547 
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less 

Basis of remainder interest immediately prior to B’s death 


(0.341S5, i^mainder factor age 37 X $1,000) 342 205 

Basis of C’s remainder interest at the time of sale $506 


Exmn'ple (^). Assume the same facts as in example (1), except 
that C does not sell the remainder interest. Upon A’s death ter- 
minating the trust, C’s basis for the stock distributed to him is 
computed as follows : 

Uniform basis of the property, adjusted to date of termination of 
tiie trust $1,000 

plus 

Value of remainder interests in the property at the time of 

B’s death $547 

B’s share of uniform basis of the property at the time of his 
death 342 205 


less 

C’s basis for the stock distributed to him upon the termination of 
the trust $1,205 

Example (.5). Assume the same facts as in example (2), except 
that the property transferred is dejireciable. Assume further that 
$100 of depreciation was allowed prior to B’s death and that $50 of 
depreciation is allowed between the time of B’s death and the ter- 
mination of the trust. Upon A’s death terminating the trust, C’s 
basis for the property distributed to him is computed as follows : 


Uniform basis of the property, adjusted to date of termination 
of the trust : 

Uniform basis immediately after decedent’s death $1,000 

I)ei>reciation allowed following decedent’s death 150 $850 


plus 

Value of remainder interest in the property at the time of B’s 
death ?547 

less 

B’s share of uniform basis of the property at the time of his 
death ( 0.34185 X $900, uniform basis at B’s death) : . . . 308 239 


C’s basis for the property distributed to him upon the termina- 
tion of the trust $1,089 


^c) The rules stated in paragraph (a) do not apply where the 
basis of the remainder interest in the hands of the remainderman’s 
transferee is determined by reference to its cost to such transferee. 
See also, § 1.1014-4(a). Thus, if, in example [1) of the preceding 
paragrai>h, B sold his remainder interest to C for $547 in cash, C’s 
basis for the stock distributed to him upon the death of A terminating 
the trust is $547. 

§ 1.1015 Statutory Provisions; Basis or Property Acquired by 
Gifts and Transfers in Trust. 

SEC. 1015. BASIS OP PROPERTY ACQUIRED BY GIFTS AND 
TRANSFERS IN TRUST. 

(a) Gifts After December 31, 1920.— If the property was acquired by 
gift after December 31, 1920, the basis shall be the same as it would be in 

§ 1.1915 
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the hands of the donor or the last preceding owner by whom it was not 
acquired by gift, except that if such basis (adjusted for the period before 
the date of the gift as provided in section 1016) is greater than the fair 
market value of the property at the time of the gift, then for the purpose 
of determining loss the basis shall be such fair market value. If the facts 
necessary to determine the basis in the hands of the donor or the last 
preceding owner are unknown to the donee, the Secretary or his delegate 
shall, if possible, obtain such facts from such donor or last preceding owner, 
or anj" other person cognizant thereof. If the Secretary or his delegate 
finds it impossible to obtain such facts, the basis in the hands of such donor 
or last preceding owner shall be the fair market value of such property as 
found by the Secretary or his delegate as of the date or approximate date 
at which, according to the best information that the Secretary or his dele- 
gate is able to obtain, such property was acquired by such donor or last 
preceding owner. 

(b) Teansfee in Teust Aftee December 31, 1920. — If the property was 
acquired after December 31, 1920, by a transfer in trust (other than by a 
transfer in trust by a gift, bequest, or devise), the basis shall be the same 
as it would be in the hands of the grantor increased in the amount of gain 
or decreased in the amount of loss recognized to the grantor on such trans- 
fer under the law applicable to the year in which the transfer was made. 

(c) Gift or Transfer in Trust Before January 1, 1921. — If the prop- 
erty was acquired by gift or transfer in trust on or before Deceml>er 31, 
1920, the basis shall be the fair market value of such property at the time 
of such acquisition. 


§ 1.1015-1 Basis of Propertt Acquired by Gift After December 
SI, 1920. — (a) General rule. — (1) In the ease of property acquired by 
gift after December 31, 1920 (whether by a transfer in trust or other- 
wise) the basis of the property for the purpose of determining gain 
is the same as it would be in the hands of the donor or the last pre- 
cediiig owner by whom it was not acquired by gift. The same rule 
in determining loss unless the basis (adjusted for the period 
prior to the date of gift in accordance with sections 1016 and 1017) is 
greater than the fair market value of the property at the time of the 
gift. In such case the basis for determining loss is the fair market 
value at the time of the gift. 

(2) The provisions of subparagraph (1) may be illustrated by the 
following example: ^ u v / j 

Example. A acquires by gift income-producing property which 
has an adjusted basis of $100,000 at the date of gift. The fair mar- 
ket value of the property at the date of gift is $90,000. A later sells 
me property for $95,000. In such case there is neither gain nor loss, 
liie basis for determining loss is $90,000; therefore, there is no loss. 

. there is no gain, since the basis for determining gain 

IS $100,000. ^ 


l>asiSf* proportionate parts of. — ^Property acquired by 
gi t lias a smgle or uniform basis although more than one person may 
acquiie an interest in such property. The uniform basis of the prop- 

* for items under sec- 

tioa^ 1016 and 101 1 . However, tire value of the proportionate parts 

iiistance, by the respective ib.er- 
eWp “f remainderinan are adjustable to reflect the 

of time TV, P nit? 7 interest on account of the lapse 

ot time. The portion of the basis attributable to an interest at the 

provided determined under the rules 
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(c) Time of acquisition. — The date that the donee acquires an in- 
terest in property by gift is when the donor relinquishes dominion 
over the property and not necessarily when title to the proj)erty is 
acquired by the donee. Thus, the date that the donee acquires an 
interest in property by gift where he is a successor in interest, such 
as in the case of a remainderman of a life estate or a beneficiary of 
the distribution of the corpus of a trust, is the date such interests are 
created by the donor and not the date the property is actually acquired. 

(d) Property acquired by gift from a decedent dying after 
December 3^ 1953, — If an interest in property was acquired by the 
taxpayer by gift from a donor dying after December 31, 1953, under 
conditions which require the inclusion of the property in the donor’s 
gross estate for estate tax purposes, and the property had not been 
sold, exchanged, or otherwise disposed of by the taxpayer before the 
donors death, see the rules prescribed in section 1014 and the regu- 
lations thereunder. 

(e) Fair market 'ealue, — For the purposes of this section, the value 
of property as appraised for the purpose of the Federal gift tax, or, 
if the gift is not subject to such tax, its value as appraised for the pur- 
pose of a State gift tax, shall be deemed to be the fair market value 
of the property at the time of the gift. 

(f) Reinvestments by fiduciary. — If the property is an investment 
by the fiduciary under the terms of the gift (as, for example, in the 
case of a sale by the fiduciary of property transferred under the terms 
of the gift, and the reinvestment of the proceeds), the cost or other 
basis to the fiduciary is taken in lieu of the basis specified in para- 
graph (a) of this section. 

(g) Records. — To insure a fair and adequate determination of the 
proper basis under section 1015, persons making or receiving gifts 
of property should preserve and keep accessible a record of the facts 
necessary to determine the cost of the property and, if pertinent, its 
fair market value as of March 1, 1913, or its fair market value as of 
the date of the gift. 

§ 1.1015-2 Transfer of Property in Trust After December 31, 
1920.— (a) General rule.— (\) In the case of property acquired 
after December 31, 1920, by transfer in trust (other than by a transfer 
in trust by a gift, bequest, or devise) the basis of property so acquired 
is the same as it would be in the hands of the grantor increased in 
the amount of gain or decreased in the amount of loss recognized 
to the grantor upon such transfer under the law applicable to the year 
in which the transfer was made. If the taxpayer acquired the prop- 
erty by a transfer in trust, this basis applies whether the property 
be in the hands of the trustee, or the beneficiary, and whether ac- 
quired prior to the termination of the trust and distribution of the 
property, or thereafter. , 

(2) The principles stated in § 1.1015-1 (b) concerning the unilorm 
basis are applicable in determining the basis of property where more 
than one person acquires an interest in property by transfer in trust 
after December 31, 1920. 

(b) Reinvestment by fiduciary.— If the property is an investment 
made by the fiduciary (as, for example, in the case of a sale by the 
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fiduciary of property transferred by the grantor, and the reinvest- 
ment of the proceeds), the cost or other basis to tlie (iduciaiy is taken 
in lieu of the basis specified in paragraph (a) of this section. 

§ 1.1015-3 Gift or Transfer in Trust Before J^p-UART 1, ’ 

(a) In the case of property acquired by gift or trams ier in trust l)eiora 
January 1, 1921, the basis of such property is the fair market value 
thereof at the time of the gift or at the time of tlie transfer in trust. 

(b) The principles stated ill § 1.1015—1 (b) concerning the nnilorm 
basis are applicable in determining the basis of property wheia* more 
than one person acquires an interest in propeify by giti; or transier 
in trust before January 1, 1921. In addition, if an interest in such 
property was acquired from a decedent and the |)roj)erty had not 
been sold, exchanged, or otherwise disposed of before the deatli ot 
the donor, the rules prescribed in section 1014 and the i‘(\gnla( ions 
thereunder are applicable in detei-mining the basis of such i)ro|)eriy 
in the hands of the taxpayer. 

§ 1.1015-4 Transfers in Part a Gift and in Part a Safe, (a)! 
General rule , — ^Where a transfer of property is in part a salt' and 
in part a gift, the unadjusted basis of the property in the luvnds o£ 
the transferee is the sum of (1) the amount paid by the trains ftu'eo 
for the property, and (2) any excess of the transferor’s adjusted basis 
over such amount. Thus, the unadjusted basis of the pro})(n*ty in 
the hands of the transferee is the greater of (1) the amouid imlcl 
for the property, or (2) the transferor’s adjusted basis at ihe lime 
of the transfer. For determining loss, the unadjusted basis of the 
property in the hands of the transferee shall not be greater t han t he 
fair market value of the property at the time of siicli transfer. I'or 
determination of gain or loss of the transferor see § 1.1001-1 (e)* 

(b) Examples . — The rule of paragraph (a) is illustrated by tlio 
following examples : 

Example (i) . If A transfers property to his son for $30,000, and 
such property at the time of the transfer has an adjusted basis of 
$30,000 in A’s hands (and a fair market value of $6(),()00), the un- 
adjusted basis of the property in the hands of the son is $30,000. 

Example (£) . If A transfers property to his son for $()(), 000, and 
pch property at the time of transfer has an adjusted basis of $;>0,U00 
in A’s hands (and a fair market value of $90,000), the unadjusted 
basis of such property in the hands of the son is $0(),()()(). 

Example (J). If A transfers property to his son for $30, 000, and 
such property at the time of transfer has an adjusted liasis in A’s 
hands of $60,000 (and a fair market value of $90,000), the imad- 
justed basis of such property in the hands of the son is $(>(), 000. 

Example {If). If A transfers property to his son for $30,000 and 
such property at the time of transfer has an adjusted basis of 

^ market value of $60,(}0()) , the un- 
adjusted basis of the property in the hands of the son is $90, 000. 
However, since the adjusted basis of the property in A’s hands at 
me o± the transfer was greater than the fair market value at 
me,^ tor the purpose of determining any loss on a latei* sale 
and?i^ $60 000 by the son its unadjusted basis 

3(a) 
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§ 1.1016 Statutory Provisions; Adjust^ients to Basis. 
SEC. 1016. ADJUSTMENTS TO BASIS. 


(a) General Rule. — Proper adjustment in respect of the property shall 
in all cases be made — 

(1) for expenditures, receipts, losses, or other items, properly charge- 
able, to capital account, but no such adjustment shall be made — 

(A) for taxes or other carrying charges described in section 266, or 

(B) for expenditures described in section ITS (relating to circula- 
tion expenditures), 

for which deductions have been taken by the taxpayer in determining 
taxable income for the taxable year or prior taxable years ; 

(2) in respect of any period since February 28, 1913, for exhaustion, 
wear and tear, obsolescence, amortization, and depletion, to the extent 
of the amount — 

(A) allowed as deductions in computing taxable income under this 
subtitle or prior income tax laws, and 

(B) resulting (by reason of the deductions so allowed) in a reduc- 
tion for any taxable year of the taxpayer’s taxes under this subtitle 
(other than chapter 2, relating to tax on self-employment income), 
or prior income, war-profits, or excess-profits tax laws, 

but not less than the amount allowable under this subtitle or prior 
income tax laws. Where no method has been adopted under section 167 
(relating to depreciation deduction), the amount allowable shall be 
determined under section 167(b)(1). Subparagraph (B) of this para- 
graph shall not apply in respect of any period since February 2S, 1913, 
and before January 1, 1952, unless an election has been made under 
section 1020. Where for any taxable year before the taxable year 1932 
the depletion allowance was based on discovery value or a percentage 
of income, then the adjustment for depletion for such year shall be based 
on the depletion which would have been allowable for such year if com- 
puted without reference to discovery value or a percentage of income ; 

(3) in respect of any period — 

(A) before March 1, 1913, and 

(B) since February 28, 1913, during which such property was held 

by a person or an organization not subject to income taxation under 
this chapter or prior income tax laws _ ^ _ _ , , . 

for exhaustion, wear and tear, obsolescence, amortization, and depletion, 


to the extent sustained ; 

(4) in the case of stock (to the extent not provided for in the fore- 
going paragraphs) for the amount of distributions previously made 
which, under the law applicable to the year in which the distribution was 
made, either were tax-free or were applicable in induction of basis (not 
including distributions made by a corporation which was classified as a 
personal service corporation under the provisions of the Revenue Act of 
1918 (40 Stat. 1057), or the Revenue Act of 1921 (42 Stat 220, out of 
its earnings or profits which were taxable in accordance with the provi- 
sions of section 218 of the Revenue Act of 1918 or 1921) : 

(5) in the case of any bond (as defined in section 171(d) ) the interest 

on which is wholly exempt from the tax imposed by this subtitle, to the 
extent of the amortizable bond premium disallowable as a deduction 
pursuant to section 171(a)(2), and in the case of any other bond (as 
defined in section 171(d) ) to the extent of the deductions allowable pur- 
suant to section 171(a) (1) with respect thereto; , . 

(6) in the case of any short-term municipal bond (as defined m sec- 
tion 75(b) ), to the extent provided in section 75(a) (2) ; 

(7) in the case of a residence the acQuisition of which resulted, under 

section 1034, in the nonrecognition of any part of the gain realized on 
the sale, exchange, or involuntary conversion of another residence, to the 
extent provided in section 1034(e) ; ^ 

(8) in the case of property pledged to the Commodity Credit Corpo- 
ration, to the extent of the amount received as a loan from tne Commodity 
Credit Corporation and treated by the taxpayer as income for the year 
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in wMch received pursuant to section 77, and to the extent of any defi- 
ciency on such loan with respect to which the taxx)ayer has been relieved 
from liability; 

(9) for amounts allowed as deductions as deferred expenses under 
section 616(b) (relating to certain expenditures in the development of 
mines) and resulting in a reduction of the taxpayer’s taxes under this 
subtitle, but not less than the amounts allowable under such section for 
the taxable year and prior years ; 

(10) for amounts allowed as deductions as deferred expenses under 
section 615(b) (relating to certain exploration expenditures) and re- 
sulting in a reduction of the taxpayer’s taxes under this subtitle but 
not less than the amounts allowable under such section for the taxable 
year and prior years ; 

(11) for deductions to the extent disallowed under section 268 (re- 
lating to sale of land with unharvested crops), notwithstanding the 
provisions of any other paragraph of this subsection ; 

(12) to the extent provided in section 28(h) of the Internal Revenue 
Code of 1939 in the case of amounts specified in a shareholder’s consent 
made under section 28 of such code ; 

(13) to the extent provided in section 551(f) in the case of the stock 
of TJnited States shareholders in a foreign personal holding company ; 

(14) for amounts allowed as deductions as deferred expenses under 
section 174(b) (1) (relating to research and experimental expenditures) 
and resulting in a reduction of the taxpayers’ taxes under this subtitle, 
but not less than the amounts allowable under such section for the tax- 
able year and prior years ; 

(15) for deductions to the extent disallowed under section 272 (re- 
lating to disposal of coal), notwithstanding the provisions of any other 
paragraph of this subsection. 

(bj Substituted Basis. — Whenever it appeal's that the basis of property 
in the hands of the taxpayer is a substituted basis, then the adjustments 
provided in subsection (a) shall be made after first making in respect of 
such substituted basis proper adjustments of a similar nature in respect of 
the period during which the property was held by the transferor, donor, 
or grantor, or during which the other property was held by the person for 
whom the basis is to be determined. A similar rule shall be applied in the 
case of a series of substituted bases. The term “substituted basis” as used 
in this section means a basis determined under any provision of this sub- 
chapter and subchapters C (relating to corporate distributions and adjust- 
ments), K (relating to partners and partnerships), and P (relating to 
capital gains and losses), or under any corresponding provision of a prior 
income tax law, providing that the basis shall be determined — 

(1) by reference to the basis in the hands of a transferor, donor, or 
grantor, or 


(2) by leference to other property held at any time by the person 
for whom the basis is to be determined. 


(c) Sepaeate Mineral Interests Treated as One Property.— For treat- 
ment of separate mineral interests as one property, see section 614. 


Basis; Scope op Section. — Section 
to 1.101^10, inclusive, contain the rules relating 
to the _ad]ustments to be made to the basis of oronertv tn rlAtAvm;,.? 
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account, including the cost of improvements and betterments made to 
the^ property. No adjustment shall be made in respect of any item 
which, under any applicable provision of law or regulation, is treated 
as an item not properly chargeable to capital account but is allowable 
as a deduction in computing net or taxable income for the taxable 
year. For example, in the case of oil and gas wells no adjustment 
may be made in respect of any intangible drilling and development 
expense allowable as a deduction in computing net or taxable income. 
See the regulations under section 26B(c). 

(b) The application of the foregoing provisions may be illustrated 
by the following example: 

Emmnple, A, who makes his returns on the calendar year basis, 
purchased property in 1941 for $10,000. He subsequently expendecl 
$6,000 for improvements. Disregarding, for the purpose of this 
example, the adjustments required for depreciation, the adjusted 
basis of the property is $16,000. If A sells the property in 1954 for 
$20,000, the amount of his gain will be $4,000. 

(c) Adjustment to basis shall be made for carrying charges such 
as taxes and interest, with respect to property (whether real or per- 
sonal, improved or unimproved, and whether productive or unpim- 
ductive), which the taxpayer elects to treat as chargeable to capital 
account under section 266, rather than as an allowable deduction. 
The term ‘Taxes” for this purpose includes duties and excise taxes 
but does not include income taxes. 

(d) Expenditures described in section 173 to establish, maintain, 
or increase the circulation of a newspaper, magazine, or other period- 
ical are chargeable to capital account only in accordance with and in 
the manner provided in the regulations under section 173. 

§ 1.1016—3 Exhaustion, Wear and Tear, Obsolescence, Amorti- 
zation, AND Depletion eor Periods Since February 28, 1913. — (a) In 
general . — (1) Adjustment where deduction is claimed . — (i) For tax- 
able periods beginning on or after J anuary 1, 1952, the cost or other 
basis of property shall be decreased for exhaustion, wear and tear, 
obsolescence, amortization, and depletion by the greater of the follow- 
ing two amounts : ( a) the amount allowed as deductions in computing 
taxable income, to the extent resulting in a reduction of the taxpayer’s 
income taxes, or (5) the amount allowable for the years involved. 
See paragraph (b) of this section. Where the taxpayer makes an 
appropriate election the above rule is applicable for periods since 
February 28, 1913, and before January 1, 1952. See paragraph (d) 
of this section. For rule for such periods where no election is made, 
see paragraph (c) of this section. 

(ii) The determination of the amount properly allowable for ex- 
haustion, wear and tear, obsolescence, amortization, and depletion 
shall be made on the basis of facts reasonably known to exist at the 
end of the taxable year. A taxpayer is not permitted to take ad- 
vantage in a later year of his prior failure to take any such allow- 
ance or his taking an allowance plainly inadequate under the known 
facts in prior years. In the case of depreciation, if in prior years 
the taxpayer has consistently taken proper deductions under one 
method, the amount allowable for such prior years shall not be 
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increased ereii tliougli a greater amount would have been allowable 
imcler another proper method. For rules governing losses on retire- 
irieiit of depreciable property, including rules for deterniining basis, 
see § 1.167 ( a j-8 of the regulations under section 167. This subdivi” 
sioii may be illustrated by the following example : 

Exwmple. An asset was purchased January 1, 1950, at a cost of 
$10,000. The useful life of the asset is 10 years. It has no salvage 
value. Depreciation was deducted and allowed for 1950 to 1954 as 
follows : 


1950 

1951 

1952 
1958 
1954 


Total amount allowed 


$500 

I’ooo 

1,000 

1,000 


$8,500 


The correct reserve as of December 31, 1954, is computed as follows : 


Dee. 31 : 

1950 ($10,000-10) $1,000 

1951 (.$9,000-9) 1,000 

19.52 (.$8,000-8) 1,000 

1953 (.$7,000-7) 1,000 

1954 ($6,000-6) 1,000 


Ees'erve Dec. 31, 1954 $5,000 

Depreciation for 1955 is computed as follows: 

$10,000 

Eeserre as of December 31, 1954 5,000 

Unrecovered cost «5 OOO 

Depreciation allowable for 1955 ($5,000-5) 1*. *.! *. *. l^OOO 


(2) Adjustment for amount allowable where no depreciation de- 
duction ciaimed.—ifi) If the taxpayer has not taken a depreciation 
deduction either in the taxable year or for any prior taxable year, 
adjustments to basis of the property for depreciation allowable sliall 
usmg the straight-line method of depreciation. 
I bee § 1.1016—4 for adjustments in the case of persons exempt from 
income taxation.) 

(ii) Fot taxable years beginning after December 31, 1953, and 
enc mg after August 16, 1954, if the taxpayer with respect to any 
^ taken a deduction for depreciation properly under one 
Dili- section 167 (b) for one or more years 

for flip deduction in other years, the adjustment to 'basis 

m such a case will be the deduction 

that nronprtw taxpayer with respect to 

^ acquired property in 1954 on which he 

Feribed m seeSra dedption under the method de- 

first veir of be TTeofiJrrl 1 declining-balance method) for the 
and third rear of ^ deduction in the second 

Sion Slo^SlffS fK ® the adjustment to basis for depre- 

puled under be decliJngXtarmS^^*' 

-«''aV{’2) 
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(3) A-djustment for depletion deductions with respect to taxable 
years before 1932. — ^^Vliere for any taxable year before tlie taxable 
year 1932 tlie depletion allowance was based on discovery value or 
a percentage of income, then the adjustment for depletion for such 
year shall not exceed a depletion deduction which would have been 
allowable for such year if computed without reference to discovery 
value or a percentage of income. 

(b) Adjustment for periods beginning on or after January 
The decrease required by paragraph (a) of this section for 

deductions in respect of any period beginning on or after January 1, 
1952, shall be whichever is the greater of the following amounts: 

(1) The amount allowed as deductions in computing taxable in- 
come under subtitle A of the Internal Eevenue Code of 1954 or prior 
income tax laws and resulting (by reason of the deductions so al- 
lowed) in a reduction for any taxable year of the taxpayer’s taxes 
under subtitle A (other than chapter 2, relating to tax on self-em- 
X^loyment income) or prior income, war-profits, or excess-profits tax 
laws; or 

(2) The amount properly allowable as deductions in computing tax- 
able income under subtitle A or prior income tax laws (whether or not 
the amount x^roperly allowable would have caused a reduction for any 
taxable year of the tax^^ayer’s taxes). 

(c) Adjustment for periods since February 1913.^ and before 
January i, 1952.^ where no election made. — If no election has been 
prox)erly made under section 1020, or under section 113(d) of the 
Internal Revenue Code of 1939 (see paragraph (d)), the decrease 
required by paragrajoh (a) for deductions in respect of any period 
since February 28, 1913, and before January 1, 1952, shall be which- 
ever of the following amounts is the greater : 

(1) The amount allowed as deductions in computing net income 
under chapter 1 of the Internal Revenue Code of 1939 or prior in- 
come tax laws ; 

(2) The amount properly allowable in computing net income 
under chapter 1 of the Internal Revenue Code of 1939 or prior in- 
come tax laws. 

For the purpose of determining the decrease required by this para- 
graph, it is immaterial whether or not the amount uncier subpara- 
graph (1) of this x)aragra]Dh or the amount under subparagraph (2) 
of this jDaragraj)!! would have resulted in a reduction for any taxable 
year of the tax^^ayer’s taxes. 

(d) Adjustment for periods since February 28^ 1918.) and before 
January 1952.) where election made. — If an election has been prop- 
erly made under section 1020, or under section 113(d) of the Internal 
Revenue Code of 1939, the decrease required by paragraph (a) of this 
section for deductions in respect of any period since February 28, 1913, 
and before January 1, 1952, shall be whichever is the greater of the 
following amounts: 

(1) The amount allowed as deductions in computing net income 
under chapter 1 of the Internal Revenue Code of 1939 or prior income 
tax laws and resulting (by reason of the deductions so allowed) in a 
recluction for any taxable year of the taxpayer’s taxes under such 
cha] 3 ter 1 (other than subchapter E, relating to tax on self-employ- 
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meiit income), siibcliapter E of chapter 2 of the Internal Ee venue 
Code of 1939, or prior income, war-profits, or excess-profit tax laws; 

(2) The amount properly allowable as deductions in computing net 
income under chapter 1 of the Internal Eevenue Code of 1939 or prior 
income tax laws (whether or not the amount properly allowable would 
have caused a reduction for any taxable year of the taxpayer’s taxes) . 

(e) Determination of amount allowed lohich reduced taxpayer^ 
taxes —{1) Ks indicated in paragraphs (b) and (d) of this section, 
there are situations in which it is necessary to determine (for the 
purpose of ascertaining the basis adjustment required by paragraph 
(a) of this section) the extent to which the amount allowed as de- 
ductions resulted in a reduction for any taxable year of the taxpayer’s 
taxes under subtitle A (other than chapter 2 relating to tax on self- 
employment income) of the Internal Eevenue Code of 1954, or prior 
income, war-profits, or excess-profits tax laws. This amount (amount 
allowed which resulted in a reduction of the taxpayer’s taxes) is 
hereinafter referred to as the “tax-benefit amount allowed.” For 
the purpose of determining whether tile tax-benefit amount allowed 
exceeded the amount allowable, a determination must be macle of that 
portion of the excess of the amount allowed over the amount allow- 
able which, if disallowed, would not have resulted in an increase in 
any such tax previously determined. If the entire excess of the 
amount allowed over the amount allowable could be disallowed with- 
out any such increase in tax, the tax-benefit amount allowed shall not 
be considered to have exceeded the amount allowable. In such a 
case (if paragraph (b) or (d) of this section is applicable) the re- 
duction m basis required by paragraph (a) of this section would be 
the amount properly allowable as a deduction. If only part of such 
exces could be disallowed without any such increase in tax, the tax- 
beneht amount allowed shall be considered to exceed the amount al- 
iowable to the extent of the remainder of such excess. In such a 
case (if paragraph (_b) or (d) of this section is applicable) the re- 
duction m basis required by paragraph (a) of this section would be 
the amount of the tax-benefit amount allowed. 

purpose of determining the tax-benefit amount al- 
mTnrlnW nT /ete^ined shall be determined under the 

adjustments made in deter- 
be an increase in tax shall be those re- 

fo? wlSh thp Vi! determination is made shall be the taxable year 
OT winch the deduction was allowed and anv other taxoble veir 

amiSesilfiuc? o£V W® disaUowance of such deduction. Ex- 
amples or such other taxable years are taxable years to which there 

yeaVfo?" wS ^ operating loss from the taxable 

which a comnutatimi allowed, and taxable years for 

by reference to the tTTaW section 111 or section 1333 was made 
S detemSlt wLtwV deduction was allowed. 

Wd Zt^f disaUowance of any part of the deduction 

rr'*!” ‘ax previously de- 

tions under sed;ion iLl or secti P^®™® determina- 
„ , , 3801 of the Internal Eevenue Code 
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of 1939, and for any previous application of section 1016(a) (2) (B), 
or section 113(b) (l)(B)(ii) of the Internal Eeveiiue Code of 1939. 

(3) If a determination under section 1016(a) (2)^ (B) must be made 
with respect to several properties for each of which the amount al- 
lowed for the taxable year exceeded the amount allowable, the tax- 
benefit amount allowed with respect to each of such properties shall 
be an allocated portion of the tax-benefit amount allowed determined 
by reference to the sum of the amounts allowed and the sum of the 
amounts allowable with respect to such several properties. 

(4) In the case of property held by a partnership or trust, the 
computation of the tax-benefit amount allowed shall take into account 
the tax benefit of the partners or beneficiaries, as the case may be, 
from the deduction by the partnership or trust of the amount allowed 
to the partnership or the trust. For this purpose, the determination 
of the amount allowed which resulted in a tax benefit to the partners 
or beneficiaries shall be made in the same maimer as that jirovided 
above with respect to the taxes of the person holding the property. 

(5) A taxpayer seeking to limit the adjustment to basis to the tax- 
benefit amount allowed for any period, in lieu of the amount allowed, 
must establish the tax-benefit amount allowed. A failure of adequate 
proof as to the tax-benefit amount allowed with respect to one period 
does not preclude the taxpayer from limiting the adjustment to b^sis 
to the tax-benefit amount allowed with respect to another period for 
which adequate proof is available. For example, a corporate trans- 
feree may have available adequate records with respect to the tax 
effect of the deduction of erroneous depreciation for certain taxable 
years, but may not have available adequate records with respect to 
the deduction of excessive depreciation for other taxable years dim- 
ing which the propei'ty was held by its transferor. In such case the 
corporate transferee shall not be denied the right to apply this section 
with respect to the erroneous depreciation for the period tor which 
adequate proof is available. 

(f) D eteTminatioTh of ouniowfit allowable ioi priof taxable yeaTs*— 
(1) One of the factors in determining the adjustment to basis as of 
any date is the amount of depreciation, depletion, etc., allowable for 
periods prior to such date. The amount allowable for^ such prioi 
periods is determined under the law applicable to such prior periods ; 
all adjustments required by the law applicable to such periods are 
made in determining the adjusted basis of the property for the pur- 
pose of determining the amount allowable. Provisions corresponding 
to the rules in section 1016 (a) (2) (B) described in paragraphs 
(d) and (e) of this section, which limit adjustments to the tax- 
benefit amount allowed” where an election is properly exercised, were 
first enacted by Public Law 539 (82d Congress) approved July 14, 
1952. That law provided that corresponding rules are deemed to 
be includible in all revenue laws applicable to taxable years ending 
after December 31, 1931. Accordingly, those rules shall be taken 
into account in determining the amount of depreciation, etc., allow- 
able for any taxable year ending after December 31, 1931. h or ex- 
ample, if the adjusted basis of property held by the taxpayer since 
January 1, 1930, is determined as of January 1, 1955, and i± an elec- 
tion was properly made under section 1020, or section 113 (d) of the 
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GocIg; tliGii tliG a/nioimt 9<llowcibl6 wliicli is tciksn into ciccoiint in 
c.Oiiipiitiiig’ tliG ndj listed, basis as of jranuary 1, 1955 sliall bo detBr- 
limied bj taMng those rules into account for all taxable yeai's ending 
atter Deceinpr 31, 1931. Public Law 539 made no change in tlm 
jitw ajDplicable in determining the amount allowable for taxable years 
ending before January 1, 1932. If there was a final decision of a 
court prior to the enactment of Public Law 539, determining the 
amount allowable for a particular taxable year, such determination 
In such case the adjustment shall be made only 
rnih- +n ® taking the provision of that law into account and 

bi . m t “^de necessary by such provisions. 

r amended the law applicable to all 

firmit Sd ^"«"“ber 31, 1931, the ainendiiient does not 

peimic lefimd, credit, or assessment of a deficiency for any taxable 

kr ’ ^ tawil by any 

in the i^amferr^ basis . — The following rules apply 

ni 1 of the adjustments to basis of property in the 

hands of a transferee, donee, or o’rantee wbif>]i <ii.a • ^i i ^ p- 
1016 ibl nr Winn /o\ T required by section 

^vith respect t?i-bd Internal Eevenue Code of 1939, 

doSifor gran?o^ ^ ® tlxe transferor, 

section nsfdfoTtbe section 1020, or 

non lid (cl) or tiie Internal Revenue Code of 1989 bv n 

date of the transfer, Sft property as of the 

revocation of an election^i’irO J election or a 

Internal Eevenue Code of 1939 113(d) of the 

grantee. “"^^e by the transferee, donee, or 

of mh’tk 

to basis for the period during whicTi adjustments 

transferor, donor, or JraS^wwf property was Iield by the 
or grantor had made fn transferor, donor, 


or grantor had made In election nr 77 transferor, donor. 

Tided tliat tlie pronertv wac? "hplri J ^^yocation of an election, px’o- 

at any time on or before the datp rZ donee, or grantee 

■was made. which the election or revocation 


or revocation 


y bemust7SVS?fXwi?g777m^^^ 
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Example {1 ) . The case of Corporation A discloses the f olloT\dng 
facts : 


(1) 

Year 

(2) 

Amount 

allowed 

(3) 

Amount 
allowed 
wbich re- 
duced tax- 
payer’s 
taxes 

(4) 

Amount 

allowable 

1940 . 

$0,000 

$5,500 

$5,000 

1950 _ ^ . 

7,000 

7,000 

6,500 

1951 . 

5,000 

4,000 

6,500 

Total, 1049-51_ 




1052 

6,500 

6,500 

6,000 

1953 __ , 

5,000 

4,000 

4,000 

1954 

4,500 

4,500 

6,000 

Total, 1952-54^ 









(5) 


Amount 
allowable 
but not 
less than 
amount 
allowed 


(6) 

Amount 
allowable 
but not 
less than 
amount 
allowed 
which 
reduced 
taxpayer’s 
taxes 


$ 6,000 

7,000 

6,500 


$5,500 

7,000 

6,500 


$19,500 


$19,000 


$6,500 

4.000 

6.000 


$16,500 


The cost or other basis is to be adjusted by $16,500 with respect to 
the years 1952-1954, that is, by the amount allowable but not less 
than the amount allowed which reduced the taxpayer’s taxes. An 
adjustment must also be made with respect to the years 1949-1951, 
the amount of such adjustment depending upon whether an election 
was properly made under section 1020, or section 113 (d) of the 
Internal Revenue Code of 1939. If no such election was made, the 
amount of the adjustment with respect to the years 1949-1951 is 
$19,500, that is, the amount allowed but not less than the amount 
allowable. If an election was properly made, the amount of the 
adjustment with I'espect to the years 1949-1951 is $19,000, that is, 
the amount allowable but not less than the amount allowed which 
reduced the taxpayer’s taxes. 

Example {2 ) . Corporation A, which files its returns on the basis 
of a calendar year, purcbased a building on J anuary 1, 1950, at a cost 
of $100,000. On the basis of the facts reasonably known to exist at 
the end of 1950, a period of 50 years should have been used as the 
correct useful life of the building; nevertheless, depreciation was 
computed by Corporation A on the basis of a useful life of 25 years, 
and was allowed for 1950 thi’ough 1953 as a deduction in an annual 
amount of $4,000. The building was sold on January 1, 1954. Cor- 
poration A did not make an election under section 1020, or section 
113(d) of the Internal Revenue Code of 1939. No part of the amount 
allowed Corporation A for any of the years 1950 through 1953 re- 
sulted in a reduction of Corporation A’s taxes. The adjusted basis 
of the building as of January 1, 1954, is $88,166, computed as follows : 
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Taxable year 

Adjust- 
ments to 
basis as of 
beginning 
of taxable 
year 

Adjusted 
basis on 
Jan. 1 

Remaining 
life on 
Jan. 1 

Deprecia- 
tion al- 
lowable 

Deprecia- 

tion 

allowed 

1950 ‘ 


$ 100,000 

96.000 

92.000 
90,083 
88,160 

' 50 ; 
49 
4 S 
47 

$ 2,000 

1.959 

1,917 

1,917 

$ 4,000 

4,000 

4,000 

4,000 

1951 „ 

? 4,000 

8,000 

9,917 

11,834 

1952 

lt» 53 _ 

1954 „„ .1 


1 



Example (S). The facts are the same as in example (2) , except 
that Corporation A made a proper election under section 10-.U. n 
such case, the adjusted basis of the building as or January 1, 
is $92,000 computed as follows : 


Taxable year 

Adjust- 
ments to 
basis as of 
beginning 
of taxable 
year 

Adjusted 
basis on 
Jan. 1 

Remaining 
life on 
Jan. 1 

Deprecia- 
tion al- 
lowable 

Deprecia- 

tion 

allowed 

1959 


— — 

$ 100,000 1 

50 

$ 2,000 

$ 4,000 

19.51 

$ 2,000 

98,000 

49 

2,000 

4,000 

1952 

4,000 

96,000 

48 

t 2,000 

t 4,000 

195 .^ 

6,000 

94,000 

4 T 

1 2,000 

1 4,000 

1954 

8,000 

92,000 









Example (^) . If it is assumed that in example (2) , or in example 
(3), all of the deduction allowed Corporation A for 19S3 had re- 
sulted in a reduction of A’s taxes, the adjustment to the basis of the 
building for depreciation for 1953 would reflect the entire $4, 000 
deduction. In such case, the adjusted basis of the building as of 
January 1, 1954, would be $86,083 in example (2), and $90,000 in 
example (3). 

Example (5). The facts are the same as in example (2) except 
that for the year 1950 all of the $4,000 amount allowmO Corpora- 
tion A as a deduction for depreciation for that year resulted in a 
reduction of A’s taxes. In such case, the adjustments to the basis 
of the building remain the same as those set forth in example (2) , 

Example {6). The facts are the same as in example (3) except 
that for the year 1950 all of the $4,000 amount allowed Corpora- 
tion A as a deduction for depreciation resulted in a reduction of 
A's taxes. In such case, the adjusted basis of the building as of 
January 1, 1954, is $90,123, computed as follows: 
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Taxable year 

Adjust- 
ments to 
basis as of 
beginning 
of taxable 
year 

Adjusted 
basis on 
Jan. 1 

Remaining 
life on 
Jan. 1 

Deprecia- 
tion al- 
lowable 

Deprecia- 

tion 

allowed 

1950 


.$100,000 

96,000 

50 

$2,000 

1,959 

1,959 

1,959 

$4,000 

4,000 

4,000 

4,000 

1951 

$4,000 

5,959 

7,918 

9,877 

49 

■ 1952 

94,041 

92,082 

48 

1953 

47 

1954 

90,123 







§ 1.1016-4: Exhaustion, Wear and Tear, Obsolescence, Amorti- 
zation, AND Depletion ; Periods During Which Income Was Not 
SuBeTECT TO Tax. — ^Adjustments to basis must be made for exliaustion, 
wear and tear, obsolescence, amortization, and depletion to the extent 
actually sustained in respect of : 

(a) Any period before March 1, 1913, and 

(b) Any period since February 28, 1918, during which the prop- 
erty was held by a person or an organization not subject to income 
taxation under chapter 1 of the Internal Eevenue Code of 1951 or 
prior income tax laws. 

The amount of the aforedescribed deductions actually sustained is 
that amount charged off on the books of the taxpayer where such 
amount is considered by the Commissioner to be reasonable. Other- 
wise the amount actually sustained will be the amount that would 
have been allowed as a deduction had the taxpayer been subject 
to income tax during such period. In the case of depreciation, such 
deduction will be determined by using the straight line method. 

§ 1.1016-5 Miscellaneous Adjustments to Basis. — (a) Certain 
stoch distributions, — (1) In the case of stock, the cost or other basis 
must be diminished by the amount of distributions previously made 
which, under the law applicable to the year in which the distribution 
■was made, either were tax free or were applicable in reduction of basis 
(not including distributions made by a corporation which was classi- 
fied as a personal service corporation under the provisions of the 
Revenue Act of 1918 or 1921, out of its earnings or profits which were 
taxable in accordance with the provisions of section 218 of the Eevenue 
Act of 1918 or 1921) . For adjustments to basis in the case of certain 
corporate distributions, see section 301 and the regulations thereunder. 

(2) The application of subparagraph (1) may be illustrated by the 
following example: 

Exa'rnple, A, who makes his returns upon the calendar year basis, 
purchased stock in 1923 for $5,000. He received in 1924 a distribu- 
tion of $2,000 paid out of earnings and profits of the corporation 
accumulated before March 1, 1913. The adj listed basis for deter- 
mining the gain or loss from the sale or other disposition of the stock 
in 1954 is $5,000 less $2,000, or $3,000, and the amount of the gain 
or loss from the sale or other disposition of the stock is the difference 
between $3,000 and the amount realized from the sale or other 
disposition. 

(b) Amortisable bond fTemhim , — In the case of a tax-exempt 
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bond, basis shall be reduced by the amount of the amortizable bond 
premium disallowable as a deduction under section 171(a)(2), or 
under section 125(a) (2) of the Internal Kevenue Code of 1939 and, 
in the case of any other bond (as defined in section 171(d)), basis 
shall be reduced by the amount of the deductions allowable under 
section 171(a)(1), or under section 125(a)(1) of the Internal 
Eeveiiue Code of 1939. 

(c) Short-teTin municipal bonds, — In the case of a sliort-terin 
municipal bond (as defined in section 75 (b)), basis shall be adjusted 
to the extent provided in section 75 or as provided in section 22 (o) 
of the Internal Eevenue Code of 1939, and the regulations thereuncler, 

(d) Sale Of exchange of residence, — Where the acquisition of a 
new residence results in the nonrecognition of any part of the gain, 
on the sale, exchange, or involuntary conversion of the old residence, 
the basis of the new residence shall be reduced by the amount of the 
gain not so recognized pursuant to section 1034(a), or section 112(n) 
of the Internal Eevenue Code of 1939, and regulations thereunder. 
See section 1034(e) and regulations tlweunder. 

(e) Loans from Commodity Credit Corporation, — In the case of 
property pledged to the Commodity Credit Corporation, the basis of 
such property shall be increased by the amount received as a loan 
from such corporation and treated by the taxpayer as income for 
the year in which received under section 77, or under section 123 of 
the Internal Eevenue Code of 1939. The basis of such property shall 
be recluced to the extent of any deficiency on such loan with respect 
to which the taxpayer has been relieved from liability. 

(f) Defemd development and exploration expenses, — Expendi- 
tures for development and exploration of mines or mineral deposits 
treated as deferred expenses under sections 615 and 616, or under the 
corresponding provisions of prior income tax laws, are chargeable 
to capital account and shall be an adjustment to the basis of the 
property to which they relate. The basis so adjusted shall be re- 
duced by the amount of such expenditures allowed as deductions 
which results in a reduction for any taxable year of the taxpayer's 
taxes under subtitle A (other than chapter 2 relating to tax on self- 
employment income) of the Internal Eevenue Code of 1954, or prior 
income, war-profits, or excess-profits tax laws, but not less than the 
amounts allowable under such provisions for the taxable year and 
prior years. This amount is considered as the “tax-benefit amount 
allowed’' and shall be determined in accordance with paragraph (e) 
of § 1.1016-3. For example, if a taxpayer purchases unexplored and 
mideveloped minmg property for $1,000,000 and at the close of the 

incurred exploration and development costs 
of >9.000, 000 treated as deferred expenses, the basis of such prop- 
erty at such time for computing gain or loss will be $10,000,000. 
Assuming that the taxpayer in this example has operated the mine 
for several years and has deducted allowable percentage depletion! 
Ill the amount of $2,000,000 and has deducted allowable deferred 
exploration and development expenditures of $2,000,000, the basis 
of the prop^y m the taxpayer’s hands for purposes of determining 
gam or loss from a sale will be $6,000,000. ^ 

(g) Bale of land with unharvested crop , — In the case of an un- 
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liarvested crop which is sold, exchanged, or involuntarily converted 
with the land and which is considered as property used in the trade 
or business under section 1231, the basis of such crop shall be increased 
by the amount of the items which are attinbutable to the production 
of such crop and which are disallowed, under section 268, as deduc- 
tions in computing taxable income. The basis of any other property 
shall be decreased by the amount of any such items which are at- 
tributable to such other property, notwithstanding any provisions of 
section 1016 or of this section to the contrary. For example, if the 
items attributable to the production of an unharvested crop consist 
only of fertilizer costing $100 and $50 depreciation on a tractor used 
only to cultivate such cro]>, and such items are disallowed under sec- 
tion 268, the adjustments to the basis of such crop shall include an in- 
crease of $150 for such items and the adjustments to the basis of the 
tractor shall include a reduction of $50 for depreciation. 

(h) Consent dimdends , — (1) In the case of amounts specified in a 
shareholder’s consent to which section 28 of the Internal Eevenue 
Code of 1939 applies, the basis of the consent stock shall be increased 
to the extent provided in subsection (h) of such section. 

(2) In the case of amounts specified in a shareholder’s consent to 
be treated as a consent dividend to which section 565 applies, the basis 
of the consent stock shall be increased by the amount which, under 
section 565(c) (2), is treated as contributed to the capital of the cor- 
poration. 

(i) Stock in foreign personal holding company . — In the case of the 
stock of a United States shareholder in a foreign personal holding 
company, basis shall be adjusted to the extent provided in section 551 
(f ) or corresponding provisions of prior income tax laws. 

(j) Research and experimental expe^iditnres , — Research and ex- 
perimental expenditures treated as deferred expenses under section 
174(b) are chargeable to capital account and shall be an adjustment 
to the basis of the property to which they relate. The basis so ad- 
justed shall be reduced by the amount of such expenditures allowed 
as deductions which results in a reduction for any taxable year of the 
taxpayer’s taxes under subtitle A (other than chapter 2 relating to tax 
on self-employment income) of the Internal Eevenue Code of 1954, or 
prior income, war-profits, or excess-profits tax laws, but not less than 
the amounts allowable under such i)rovisions for the taxable year and 
prior years. This amount is considered as the ‘^tax-benefit amount 
allowed” and shall be determined in accordance with paragraph (e) 
of § 1.1016-3. 

(k) Deductions disalloioed in connection with disposal of coal.— 
Basis shall be adjusted by the amount of the deductions disallowed 
under section 272 with respect to the disposal of coal covered by sec- 
tion 631. 

(l) Expenditures attributable to grants or loans conered by section 
621 . — In the case of expenditures attributable to a grant or loan made 
to a taxpayer by the United States for the encouragement of explora- 
tion for, or development or mining of, critical and strategic minerals 
or metals, basis shall be adjusted to the extent provided in section 621, 
or in section 22(b) (15) of the Internal Eevenue Code of 1939. 
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§ 1.1016-6 Other Applicable Eules. — (a) Adjustments must al- 
ways be made to eliminate double deductions or tlieir equivalent. 
Tlrus, ill the case of the stock of a subsidiary company, the^ basis 
t’lereof must be properly adjusted for the amount of the subsidiary 
eoinpaiij'S losses for the years in which consolidated returns were 
made. 

(b| 111 determining basis, and adjustments to basis, the principles 
of estoppel appl}", as elsewhere under the Internal Eevenue Code of 
1954, and prior internal revenue laws. 


§ 1.1016-7 Adjusted Basis; Cahcellatioi^ op Indebtedness Un- 
der BANKELPTcr Act. — (a) In addition to the adjustments provided 
ill section 1016, further adjustment is required in the case of a ean- 
eellatioii or reduction of indebtedness in any proceeding under chapters 
X, XI. or XII of the Bankruptcy Act (11 U. S. C. c. 10, 11, and 12) 
arid under sections 12, 74, or 77B of the Bankruptcy Act of 1898 as 
amended. For exceptions to the above rule see sections 372, 373, 374, 
and lOlS. Furthermore, no such further adjustment will be made in 
the case of a “wage earner” as the term is defined in section 606(8) 
of the Bankruptcy Act (11 U. S. C. 1006(8)). The further adjust- 
ments required by this section shall be made in the following manner 
and order : 


(1) In the ease of indebtedness incurred to purchase specific prop- 
erty (other than inventory or notes or accounts receivable) whether 
or not a lien is placed against such property securing the payment 
of all or iiart of such indebtedness, which indebtedness shall have 
been canceled or reduced in any such proceeding, the cost or other 
basis of such property shall be decreased (but not below its fair 
market value) by the amount by which the indebtedness so incurred 
with respect to such property shall have been canceled or reduced ; 

f2) In the case of specific property (other than inventory or notes 
or accounts receivable) against which, at the time of the cancellation 
or reduction of the indebtedness, there is a lien (other than a lien 
seeiiriiig indebtedness incurred to purchase such property) the cost 
or other basis of such property shall be decreased (but not below its 
fair market value) by the amount by which the indebtedness secured 
by such lien shall have been canceled or reduced; 

(o) Any excess of the total amount by which the indebtedness 
sliail lia'^e been so canceled or reduced in such proceeding over the 
sum of the adjustments made under subparagraphs (1) and (2) of 
^ ± shall next be applied to reduce the cost or other basis 

of the property of the debtor (other than inventory and notes and 
accounts receivable, but including property covered by such subpara- 
giapiis) as follows : the cost or other basis of each unit of property 
fcliall be decreased (but not below its fair market value) in an amount 
ecpal to such proportion of such excess as the adjusted basis (after 
adjustment under subparagraphs ( 1 ) and ( 2 ) of this paragraph) of 

sum of the adjusted bases 
subparagraphs) of all the property of 
the debtor other than inventory and notes and account/receivalle ; 

shall ha rp^ippn «n amount by which, such indebtedness 

shall hat e been so canceled or reduced oyer the sum of the adjustments 
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made under subparagraphs (1), (2), and (3), of this paragraph 
shall next be applied to reduce the cost or other basis of any units 
of property covered by such subparagraphs which have a remaining 
basis (after adjustment under such subparagraphs) greater than 
their fair market value, as follows : the cost or other basis of each 
siich units of property shall be decreased (but not below its fair mar- 
ket value) ill an amount equal to such proportion of such excess as the 
remaining basis of each such unit bears to the sum of the remaining 
bases of such units. The process shall be repeated until the cost or other 
basis of each unit of the property covered by subparagraphs (1) , (2) , 
and (3) of this paragraph is reduced to its fair market value or the 
amount by which the indebtedness shall have been canceled or reduced 
is exhausted, taking into account in the successive steps only those 
units of property having, after the preceding adjustment, a remain- 
ing basis greater than their fair market value ; and 

(5) Any excess of the total amount by which the indebtedness shall 
have been so canceled or reduced over the sum of the adjustments 
made under subparagraphs (1), (2), (3), and (4) of this paragraph 
shall next be applied to reduce the cost or other basis of inventory 
and notes and accounts receivable as follows : the cost or other basis 
of inventory or notes or accounts receivable, as the case may be, shall 
be decreased (but not below its fair market value) in an amount 
equal to such proportion of such excess as the adjusted basis of in- 
ventory, notes receivable or accounts receivable, as the case may be, 
bears to the sum of the adjusted bases of such inventory and notes 
and accounts receivable. The process shall be repeated until the 
adjusted bases of inventory, notes receivable, and accounts receivable 
are reduced to their fair market value or the amount by which the 
indebtedness shall have been canceled or reduced is exhausted, taking 
into account in the successive steps only those units of property hav- 
ing, after the preceding adjustment, a remaining basis greater than 
their fair market value. 

(b) For the purposes of this section: 

(1) Basis shall be determined as of the dates of entry of the order 
confirming the plan, composition, or arrangement under which such 
indebtedness shall have been canceled or reduced; 

(2) Except where the context otherwise requires, property means 
all of the debtor’s joroperty, other than money ; 

(3) Ko adjustment shall be made by virtue of the cancellation or 
reduction of any accrued interest unpaid which shall not have resulted 
in a tax benefit in any income tax return ; 

(4) The phrase ‘indebtedness incurred to purchase” includes (i) 
indebtedness for money borrowed and applied in the purchase of prop- 
erty and (ii) an existing indebtedness secured by a lien against the 
property which the debtor, as purchaser of such property, has assumed 
to pay; and 

(5) The term ‘‘fair market value” has reference to such value as of 
the date of entry of the order confirming the plan, composition, or 
arrangement under which such indebtedness shall have been canceled 
or reduced. 

(c) Any determination of value in a proceeding under the Bank- 
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riiprej Act (11 U. S. C. 1 et seq.), shall not constitute a determination 
of "^fair market value for the purpose of this section. 

I d ) The basis of any of the debtor's property which shall have been 
traiisfeiTed to a person required to use the debtor’s basis in “whole or 
in part shall be determined in accordance with the provisions of this 
section. 

§ 1.1016-8 Adjusted Basis ; CancelLx\tion of Ikdebtedness ; Spe- 
cial Cases. — If the taxpayer and the Commissioner of Internal lieve- 
iiiie agree, the basis of the taxpayer’s jiroperty may be adjusted in a 
inaniier different from that set forth in § 1.1016-7. Variation from 
such rule may, for example, involve adjusting the basis of any part of 
ilie taxpayer’s proiierty or adjusting the basis of all the tax])ayer's 
property, according to a fixed allocation. Agreement between the tax- 
l>ayer and the Commissioner of Internal Eevenue as to any variation 
from such general rule shall be effected only by a closing agreement 
entered into under the jirovisions of section 7121. 


§ 1.1016-9 Adjusted Basis; Mutual Savings Banins, Builbing 
AND Loan Associations, and Cooperative Banks. — (a) The adjust- 
ments to the cost or other basis of property provided in section lOlG 
and §§ 1.1016-1 to 1.1016-8, inclusive, are applicable in the case of 
a mutual savings bank^ not having capital stock represented by 
shares, a domestic building and loan association, and a cooperative 
bank without capital stock organized and operated for mutual pur- 
poses and without profit, although such institutions were exempt 
from tax for taxable years beginning before January 1, 1962. Proper 
adjustment must be made under section 1016 for the entire period 
since the acquisition of property. Thus, adjustment to basis must 
be made for depreciation sustained for all prior taxable years al- 
though such institution may have been exempt from tax during sucli 
vears. Similarly, in the case of tax-exempt and partially taxable 
bonds purchased at premium and subject to amortization under 
section 111 , proper adjustment to basis must be made to reflect amoi*- 
^ith respect to such premium from the date of acquisition of 
the bond (or in the case of bonds not issued with interest coupons 
or 111 registered form, from the date such bonds are subject to amorti- 
zation under section 171 ) . 

paragraph (a) of this section may be illus- 
trated by the following example : 

^ £^^ample. On January 1, 1964, Z, a mutual savings bank, which 
Keeps its books on a calendar year basis, owns a tax-exempt $1,000 
iioncallable bond maturing on J aniiary 1, 1964. Such bond was ac- 

It sold by Z on 
f j- yearly rate of amortization of 

r f ^terniined by dividing the total premium of $300 by 
the life of the bond (30 years) is $10. Z realizes a gain of $80 from 
such sale computed as follows : 

(1) Cost of bond , 

(2) attributable to yVars‘i942 through 

10 ykrs) ^ ^ ^ exempt from tax ($10 times 

of bond premium amortized from January i, 1952" 
through December 31, 1964 ($10 times 3 years ) ... . . . 30 
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(4) Total amount of adjustments to basis (aggregate of (2) 

and (3)) 

(5) Adjusted basis of bond at close of 1954 (1) reduced by (4) 

(6) Gain realized upon sale — excess of sale price over adjusted basis 

($1,250 minus $1,170) SO 


The basis of a fully taxable bond purchased at a premium shall be 
adjusted from the date to whicli the election applies to amortize such 
premium in accorclance with the provisions of section 171, except 
that no adjustments shall be allowable for such portion of the pre- 
mium attributable to the period prior to the election.^ 

(c) In the case of a mortgage (not within the definition of section 
171(d)) purchased, acquired, or originated at a premium, where the 
principal of such mortgage is payable in installments, adjustments 
to the basis of the premium must be made for all taxable years 
(whether or not the institution was exempt from tax during such 
years) in which installment payments are received. Such adjust- 
ments may be made on an individual mortgage basis or on a com- 
posite basis by reference to the average period of payments of the 
mortgage loans of such institution. For the purpose of this adjust- 
ment, the term ‘^premium” includes the excess of the acquisition value 
of the mortgage over its maturity value. The acquisition value of the 
mortgage is the cost including buying commissions, attorneys’ fees, or 
brokerage fees, but such value does not include amounts paid for 
accrued interest. For the method of amortization in the case of 
corporate mortgages purchased, acquired or originated at a premium 
see § 1.171-2 (e) of the regulations under section 171. 


§ 1,1016—10 Substituted Basis. — (a) Wlienever it appears that 
the basis of property in the hands of the taxpayer is a substituted 
as defined in section 1016(b) , the adjustments indicated in §§ 1.1016-1 
to 1.1016-6, inclusive, shall be made after first making in respect 
of such substituted basis proper adjustments of a similar natal e in 
respect of the period during which the property was held by tlie 
transferor, donor, or grantor, or during which the other property 
was held by the person for whom the basis is to be determined. In 
addition, whenever it appears that the basis of property 
of the taxpayer is a substituted basis, as defined in section 1016(b) (1) , 
the adjustments indicated in §§ 1.1016-7 to 1.1016-9, inclusive, and 
in section 1017 shall also be made, whenever necessary, after first 
makino* in respect of such substituted basis a proper adjustment of 
a similar nature in respect of the period during which the property 
was held by the transferor, donor, or grantor. Similar rules shall 
also be applied in the case of a series of substituted bases. ^ ^ , 
(b) The application of this section may be illustrated by the fol- 
low ii^ example . fho Asi.lp.Tvdfi.r basis. 


in I 960 pnrcnasea me -a. jdu . ixu . 111 ^ a-xxvt . — , — y 

B. B exchanged the X Building for the Y Buildmg in a tax-free 
exchange, and then gave the Y Buildmg to 9,’ 

termining the gain from the sale or disposition of the Y Building in 
1954 is required to reduce the basis of the building by deductmns for 
depreciation which were successively allowed (but not less than the 
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amount allowable) to A and B upon the X Building and to B upon 
the Y Building, in addition to the deductions for depreciation al- 
lowed (but not less than the amount allowable) to herself during 
lier ownership of the Building. 

§ 1.1018 Statutory Provisions; Adjustment of Capital Struc- 
ture Bmu')RE September 22, 1938. 

SEC. 1018, ADJUSTMP^NT OF CAPITAL STRUCTURE BEFORE SBP- 
Tri]MBEri 22, 1038. 

^ Where a plan of reor»^anization of a corporation, approved l)y the court 
in a proceeding* under section 77B of the National Bankruptcy Act, as 
amended (4S Stat. 012), is consummated by adjustment of the capital or 
debt structure of such corporation without the transfer of its assets to 
another eoi'poration, and a final judgment or decree in such proceeding 
has lieen entered before September 22, 1938, then the provisions of section 
270 of the Bankruptcy Act, as amended (54 Stat 709; 11 U. S. C. 670), shall 
not apply in respect of the property of such corporation. For the purposes 
of this section, the term “reorganization” shall not be limited bv the defini- 
tion of such term in section 112(g) of the Internal Revenue Code of 1939. 

§ 1.1018—1 Adjusted Basis; Exception to Section 270 of the 
Bankruptcy Act, as Amended. — The adjustment to basis provided 
by section 270 of the Bankruptcy Act, as amended (11 U. S. C. 670), 
and by §§ 1.1016-7 and 1.1016-8 shall not be made if, in a proceeding 
under section 77B of such Act, as amended (11 U. S. C. 207; 48 Stat. 
912), indebtedness was canceled in pursuance of a plan of reorganiza- 
tion wliich was consummated by adjustment of the capital or debt 
structure of the insolvent corporation, and the final judgment or 
decree in such proceeding was entered before September 22, 1938. Sec- 
tion 1018 and this section do not apply if the plan of reorganization 
mnler such section 77B was consummated by the transfer of assets of 
tlie insolvent corporation to another corporation. 

§ 1.1019 Statutory Provisions; Property on Which Lessee has 
Made Improvements. 

8EO. 1010. PROPERTY ON WHICH LESSEE HAS MADE IMPROVE- 
MENTS. 

Neither the basis nor the adjusted basis of any portion of real property 
shall, in the case of the lessor of such property, be increased or diminished 
on account of income derived by the lessor in respect of such property and 
excludable from gross income under section 109 (relating to improvements 
by lessee on lessor’s property). If an amount representing any part of the 
value of the real property attributable to buildings erected or other improve- 
ments made by a lessee in respect of such property was included in gross 
income of the lessor for any taxable year beginning before January 1, l942, 
the basis of each portion of such property shall be properly adjusted for the 
amount so included in gross income. 

§ 1.1019-1 Property on Which Lessee has Made Improve- 
ments. — In any case in which a lessee of real property has erected 
buildings or made other improvements upon the leased property and 
the lease is terminated by forfeiture or otherwise resulting in the 
realization by such lessor of income which, were it not for the provi- 
sions of section 109, would be includible in gross income of the lessor, 
the amount so excluded from gross income shall not be taken into 
account in determining the basis or the adjusted basis of such property 
or any portion thereof in the hands of the lessor. If, however, in any 
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taxable year beginning before J anuary 1, 1942, there has been included 
in tlie gross income of the lessor an amount representing any part of 
the value of such property attributable to such buildings or improve- 
iiients, the basis of each portion of such property shall be properly 
adjusted for the amount so included in gross income. For example, 
A leased in 1930 to B for a period of 25 years unimproved real prop- 
erty and ill accordance \vith the terms of the lease B erected a building 
on the property. It was estimated that upon expiration of the lease 
the building would have a depreciated value of $50,000, which value 
the lessor elected to report (beginning in 1931) as income over the 
term of the lease. This method of reporting was used until 1942. In 
1952 B forfeits the lease. The amount of $22,000 reported as income 
by A during the years 1931 to 1941, inclusive, shall be added to the 
basis of the property represented by the improvements in the hands of 
A. If in such case A did not report during the period of the lease any 
income attributable to the value of the building erected by the lessee 
and the lease was forfeited in 1940 when the building was worth 
$75,000, such amount, having been included in gross income under the 
law applicable to that year, is added to the basis of the property rep- 
resented by the improvements in the hands of A. As to treatment of' 
such proi)erty for the purposes of capital gains and losses, see sub- 
chapter P (sections 1201-1241, inclusive). 

§ 1.1022 Statutory Provisions ; Cross References. 

SEC. 1022. CROSS REFERENCES. 

(1) For certain distributions by a corporation which are applied in 
reduction of basis of stock, see section 301(c) (2). 

(2) For basis of property in case of certain reorganizations and arrange- 
ments under the Bankruptcy Act, see sections 270, 396, and 522 of that Act, 
as amended (11 U. S. 0. 670, 796, 922). 

(3) For basis in ease of construction of new vessels, see section 511 of 
the Merchant Marine Act, 1936, as amended (46 U. S. 0. 1161). 

(4) For rules applicable in case of payments in violation of Defense 
Production Act of 1950, as amended, see section 405 of that Act. 

COMMON NONTAXABLE EXCHANGES 

§ 1.1033(a) Statutory Provisions; Common Nontaxable Ex- 
ci-ix^NGEs; Involuntary CoN^^ERSIONS ; General Rule. 

SEC. 1033. INVOLUNTARY CONVERSIONS. 

(a) General Rule. — If property (as a result of its destruction in whole 
or in part, theft, seizure, or requisition or condemnation or threat or immi- 
nence thereof) is compulsorily or involuntarily converted — 

(1) Conversion into similar property. — Into property similar or re- 
lated in service or use to the property so converted, no gain shall be 
recognized. 

(2) Conversion into money where disposition occurred prior 
TO 1951. — Into money, and the disposition of the converted property 
occurred before January 1, 1951, no gain shall be recognized if such 
money is forthwith in good faith, under regulations prescribed by the 
Secretary or his delegate, expended in the acquisition of other property 
similar or related in service or use to the property so converted, or in 
the acquisition of control of a corporation owning such other property, 
or in the establishment of a replacement fund. If any part of the money 
is not so expended, the gain shall be recognized to the extent of the 
money which is not so expended (regardless of whether such money is 
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received in one or more taxable years and regardless of wlietlier or not 
tile money wliicli is not so expanded constitutes gain). For inuixises of 
this paragraph and i:ji, the term “disposition of the con- 

verted property” means the destruction, theft, seizure, requisition, or 
condemnation of the converted property, or the sale or excliange of such 
property under threat or imminence of requisition or condemnation. 

(3) Conversion into money where disposition occuebed after 11)50. — 
Into money or into property not similar or related in service or use to 
the converted property, and the disposition of the converted property 
(as defined in paragraph (2) ) occurred after December 31, 1950, the 
gain (if any) shall be recognized except to the extent hereinafter pro- 
vided in this paragraph : 

(A) Nonrecognition of gain. — If the taxpayer during the period 
specified in subparagraph (B), for the purpose of replacing the prop- 
erty so converted, purchases other property similar or related in 
service or use to the property so converted, or purchases stock in the 
acquisition of control of a corporation owning such other property, 
at the election of the taxpayer the gain shall be recognized only to the 
extent that the amount realized upon such conversion (regardless of 
whether such amount is received in one or more taxable years) ex- 
ceeds the cost of such other property or such stock. Such election 
shall be made at such time and in such manner as the Secretary or 
his delegate may by regulations prescribe. For purposes of this 
paragraph — 


(i) no property or stock acquired before the disposition of the 
converted property shall be considered to have been acquired for 
the purpose of replacing such converted property unless held by 
the taxpayer on the date of such disposition ; and 

(ii) the taxpayer shall be considered to have purchased proi)erty 
or stock only if, but for the provisions of subsection (c) of this 
section, the unadjusted basis of such property or stock would be its 
cost within the meaning of section 1012. 

(B) Period within w'hich property must be repuaced. — The 
period referred to in subparagraph (A) shall be the period beginning 
with the date of the disposition of the converted property, or the 
earliest date of the threat or imminence of requisition or condemna- 
tion of the converted property, whichever is the earlier, and ending 

(i) one year after the close of the first taxable year in which 
any part of the gain upon the conversion is realized, or 

(ii) subject to such terms and conditions as may be specified by 
the Secretary or his delegate, at the close of such later date as the 
Secretary or his delegate may designate on application by the tax- 
payer. Such application shall be made at such time and in such 
manner as the Secretary or his delegate may by regulations prescribe. 
(G) Time for assessment of deficiency attributable to gain 

UPON CONVERSION. If a taxpayer has made the election provided in 
subparagraph (A), then — 

(i) the statutory period for the assessment of any deficiency, 
for any taxable year in which any part of the gain on such conver- 
sion is realized, attributable to such gain shall not expire prior to 
the expiration of 3 years from the date the Secretary or his delegate 
is notified by the taxpayer (in such manner as the Secretary or his 
delegate may by regulations prescribe) of the replacement of the 
converted property or of an intention not to replace, and 

(ii) such deficiency may be assessed before the expiration of 
such 3-year period notwithstanding the provisions of section 6212 (c) 
or the provisions of any other law or rule of law which would other- 
wise prevent such assessment. 


(D) Time for assessment of other deficiencies attributable to 
^ECTION.— If the election provided in subparagraph (A) is made by 
the taxpayer and such other property or such stock was purchased 
before the beginning of the last taxable year in which any part of the 
gam upon such conversion is realized, any deficiency, to the extent 
resulting from such election, for any taxable year ending before such 
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last taxable year may be assessed (notwithstanding the provisions of 
section 6212 (c) or 6501 or the provisions of any other law or rule of 
law which would otherwise prevent such assessment) at any time 
before the expiration of the period within which a deficiency for such 
last taxable year may be assessed. 

§ 1.1033 (a) -1 Involuntary CoN\TiiRSiONS ; Nonrecognition of 
Gain. — (a) In general . — Section 1033 applies to cases ivliere property 
is compulsorily or involiintarily converted. An ^involuntary con- 
version” may be the I’esult of tlie destruction of property in whole or 
ill part, the theft of property, the seizure of property, the reciuisition 
or condemnation of property, or the threat or inuniiience of requisition 
or condemnation of property. An “involuntary conversion” may be 
a conversion into similar property or into money or into dissimilar 
property. Section 1033 provides that, under certain specified circum- 
stances, any gain which is realized from an involuntary conversion 
shall not be recognized. In cases where property is converted into 
other property similar or related in service or use to the converted 
property, no gain shall be recognized regardless of when the disposi- 
tion of the converted property occurred and regardless of whether or 
not the taxpayer elects to have the gain not recognized. In other tyx^es 
of involuntary conversion cases, however, the proceeds arising from 
the disiiositioii of the converted property must (within the time limits 
specified) be reinvested in similar pro^ierty in order to avoid recogni- 
tion of any gain realized. Different rules for reinvestment a^iply, de- 
peiicliiig uxion whether the disjiosition of the converted property oc- 
curred after 1950 or before 1951 (see §§ 1.1033(a)-2, 1.1033 (a) -3, and 
1.1033 (a) -4. Section 1033 ajiplies only with respect to gains; losses 
from involuntary conversions are recognized or not recognized without 
regard to this section. 

(b) Special rules . — For rules relating to basis of property acquired 
through involuntary conversions, see § 1.1033 (c)~l. Special rules 
apply to involuntary conversions of residence property, property sold 
pursuant to reclamation laws, and livestock destroyed by disease (see 
§§ 1.1033(b)-l, 1.1033(d)-l, and 1.1033(e)-l, respectively). For de- 
termination of the period for which the taxpayer has held prox)eity 
acquired as a result of certain involuntary conversions, see section 
223 and regulations issued therpnder. For treatinent of gains from 
involuntary conversions as capital gains in certain cases, see section 
1231(a) and regulations issued thereunder. For portion of war loss 
recoveries treated as gain on involuntary conversion, see section 1332 
(b) (3) and regulations issued thereunder. 

§ 1.1033 (a) -2 Involuntary Conversion Where Disposition oe 
THE Converted Property Occurred After December 31, 1950. 
(a) In general . — This section applies only with respect to involuntary 
conversions where the disposition of the converted property occurred 
after December 31, 1950, and where the proceeds are received in a tax- 
able year to which the Internal Eevenue Code of 1954 a|)plies. The 
term “disf)osition of the converted property” means the destruction, 
theft, seizure, requisition, or condemnation of the converted property, 
or the sale or exchange of such property under threat or imminence of 
requisition or condemnation. 
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(b) Conversion into similar 'property . — If property (as a result of 
its destruction in whole or in part, theft, seizure, or requisition or con- 
deniiiatioii or threat or imminence thereof) is compulsorily or involun- 
tarily converted onl}^ into property similar or related in service or 
use to the property so converted, no gain shall be recognized. Such 
nonrecognition of gain is mandatory. 

(e) Conversion into money or into dissiinilar property . — (1) If 
property (as a result of its destruction in whole or in part, theft, 
seizure, or recpiisition or condemnation or threat or imminence 
thereof) is compulsorily or involuntarily converted into money or 
into property not similar or related in service or use to the coiiverteci 
property, the gain, if any, shall be recognized, at the election of the 
taxpayer, only to the extent that the amount realized upon such con- 
version exceeds the cost of other property p>urchased by the taxpayer 
which is similar or related in service or use to the property so con- 
verted, or the cost of stock of a corporation ov/ning such other prop- 
erty vdiich is purchased by the taxpayer in the acquisition of control 
of such corporation, if the taxpayer purchased such other property, 
or such stock, for the purpose of rex3lacing the property so converted 
and during the period specified in subparagraph (3) of this para- 
graph. For the purposes of section 1033 the term “controP’ means 
the ownership of stock possessing at least 80 percent of the total com- 
bined voting power of all classes of stock entitled to vote and at least 
80 percent of the total number of shares of all other classes of stock of 
the corporation. 


(2) All of the details in connection with an involuntary conversion 
of property at a gain (including those relating to the replacement of 
the converted property, or a decision not to replace, or the expiration 
or the period for replacement) shall be reported in the return for the 
taxable year or years in which any of such gain is realized. An 
election to have such gaiiy recognized only to the extent provided 
in subparagraph (p of this paragraph shall be made by including 
such gain in gross income for such year or years only to such extent. 
If, at the time of filing such a return, the period within which the 
converted property must be replaced has expired, or if such an elec- 
tion IS not desired, the gain should be included in gross income for 
such year or years m the regular manner. A failure to so include 
such gam in gross income in the regular manner shall be deemed to 
be an election by the taxpayer to have such gain recognized only to 
t ie extent proTicled m subparagraph (1) of this paragraph even 
though the details in connection^ with the conversion are not reported 

Inside an election under section 
-Oo(a) (o ) , the conveited property is not replaced within the reouired 
period of time, or replacement is made at a cost lower than was 
f nwf election, or a decision is made not to 

m the year or years for which the election 

was made shaU be recomputed. Such recomputation should be in the 
form of an •amended return”. If a decision is made to make an 

£ “y(y,(3) rtfter the filing of the return and 

the payment of the tax for the year or years in which any of the 

ff thrnSofTwhh n''^ f the expiration 

of the peiiocl whhm which the converted property must be replaced, 

§ 1.103S(a)-2(b) 



423 


a claim for credit or refund for such year or years should be filed. 
If tlie^ replacement of tlie converted property occurs in a year or 
years in which none of the gain on the conversion is realized, all 
of the details in connection with such replacement shall be reported 
in the return for such year or j^ears. 

(3) The period referred to in subparagraphs (1) and (2) of this 
paragraph is the period of time commencing with the date of the 
disposition of the_ converted property, or the date of the beginning 
of the threat or imminence of requisition or condemnation of the 
converted property, whichever is earlier, and ending one year after 
the close of ^the first taxable year in which any part of the gain upon 
the conversion is realized, or at the close of such later date as may 
be designated pursuant to an application of the taxpayer. Such ap- 
plication shall be made prior to the expiration of the one year after 
the close of the first taxable year in which any part of the gain from 
the conversion is realized, and shall contain all of the details in con- 
nection with the involuntary conversion. Such application shall be 
made to the district director for the internal revenue district in which 
the return^ is filed for the first taxable year in which any of the gain 
from the involuntary conversion is realized. No extension of time 
shall be granted pursuant to such application unless the taxjoayer can 
show reasonable cause for not being able to replace the converted 
property within the required period of time. 

( 4 ) Property or stock purchased before the disi)osition of the con- 
verted property shall be considered to have been purchased for the 
purpose of replacing the converted property only if such property 
or stock is held by the taxpayer on the date of the disT)osition of the 
converted property. Property or stock shall be considered to have 
been purchased only if, but for the provisions of section 1033(c), the 
unad] listed basis oi such property or stock would be its cost to the 
taxpayer within the meaning of section 1012. If the taxpayer’s unad- 
justed basis of the replacement property would bo determined, in 
the absence of section 1033(c), under any of the exceptions referred 
to in section 1012, the unadjusted basis of the property would not 
be its cost within the meaning of section 1012. For example, if prop- 
erty similar or related in service or use to the converted property is 
acquired by gift and its basis is determined under section 1015, such 
property will not qualify as a replacement for the converted property. 

(5) If a taxpayer makes an election under section 1033(a) (3) , any 
deficiency, for any taxable year in which any part of the gain upon 
the conversion is realized, which is attributable to such gain may be 
assessed at any time before the expiration of three years from the 
date the district director with whom the return for such year has 
been filed is notified by the taxpayer of the replacement of the con- 
verted property or of an intention not to replace, or of a failure to 
replace, within the required period, notwithstanding the provisions of 
section 6212(c) or the provisions of any other law or rule of law 
which would otherwise prevent such assessment. If replacement 
has been made, such notification shall contain all of the details in 
connection with such replacement. Such notification should be made 
in the return for the taxable year or years in which the replacement 
occurs, or the intention not to replace is formed, or the period for 
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replacement expires, if this return is tiled witli such district director. 
If this return is not hied with such district director, then such noti- 
fication shall be made to such district director at the time of tiling 
this return. If the taxpcayer so desires, he nuiy, in either event, also 
iiotify such district director before tlie filing ol sucdi letuin. 

(6) If a taxpayer makes an election under section 1033 (a) (3) and 
the replacement property or stock was purchased before the beginning 
of the last taxable year in which any part of tlie gain upon the con- 
version is realized, any deficiency, for any taxable year ending before 
such last taxable year, which is attributable to such election nuiy be 
assessed at any time before the expiration of the period within wiiicli 
a deficiency for such last taxable year may be assessed, notwithstand- 
ing the provisions of section 6212(c) or 6501 or the provisions of any 
law or rule of law which would otherwise prevent such assessment. 

(7) If the taxpayer makes an election under section 1033 (a) (3), 
the gain upon the conversion shall be recognized to the extent that 
the amount realized upon such conversion exceeds the cost of tlie 
replacement property or stock, regardless of whether such amount 
is realized in one or more taxal3le years. 

(8) The proceeds of a use and occupancy insurance contract, wliicli 
by its terms insured against actual loss sustained of net profits in the 
business, are not proceeds of an involuntary conversion but are income 
in the same manner that the profits for which they are substituted 
would have been. 

(9) There is no investment in property similar in character and 
devoted to a similar use if — 

(i) The proceeds of unimproved real estate, taken upon con- 
demnation proceedings, are invested in improved real estate. 

(ii) The proceeds of conversion of real property are applied in 
reduction of indebtedness previously incurred in the purchase of a 
leasehold. 

(iii) The owner of a requisitioned tug uses the proceeds to buy 
barges. 

(10) If, in a condemnation proceeding, the Government retains 
out of the award sufficient funds to satisfy special assessments levied 
against the remaining portion of the plot or parcel of real estate 
affected for benefits accruing in connection with the condemnation, 
the amount so retained shall be deducted from the gross award in 
determining the amount of the net award. 

(11) If, in a condemnation proceeding, the Government retains out 
of the award sufficient funds to satisfy liens (other than liens due to 
special assessments levied against the remaining portion of the plot or 
parcel of real estate affected for benefits accruing in connection with 
the condemnation) and mortgages against the property, and itself 
pays the same, amount so retained shall not be deducted from the 
gross award in determining the amount of the net award. If, in a 
condemnation proceeding, the Government makes an award to a mort- 
gagee to satisfy a mortgage on the condemned property, the amount 
of such award shall be considered as a part of the “amount realized” 
upon the conversion regardless of whether or not the taxpayer was 
personally liable for the mortgage debt. Thus, if a taxpayer has 
acquired property worth $100,000 subject to a $50,000 mortgage (re- 
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gardless of whether or not lie was personally liable for the mortgage 
debt) and, in a condemnation proceeding, the Government awards the 
taxpayer $60,000 and awards the mortgagee $50,000 in satisfaction of 
the mortgage, the entire $110,000 is considered to be the “amount real- 
ized” by the taxpayer. 

(12) An amount expended for replacement of an asset, in excess of 
the recovery for loss, represents a capital expenditure and is not a 
deductible loss for income tax piirjioses. 

§ 1.1033 (a) -3 Involuxtakt Conveesion Where Dispositioxt oe 
THE CoxyERTED PROPERTY OCCURRED BeFORE JaXUARY 1, 1951. — (a) 
This section applies only with respect to involuntary conversions 
where the disposition of the converted property occurred before Jan- 
uary 1, 1951, and where the proceeds are received in a taxable year 
to which the Internal Kevenue Code of 1954: applies. The term “dis- 
position of the converted property” means the destruction, theft, 
seizure, requisition, or condemnation of the converted iproperty, or the 
sale or exchange of such property under threat or imniinence of requi- 
sition or condemnation, 

(b) (1) Upon the involuntary conversion of pi-operty described in 
section 1033, no gain is recognized if the provisions of that section 
are complied with. If any part of the money received as a result of 
such an involuntary conversion is not expended in the manner pro- 
vided in section 1033(a) (2), the gain, if any, is recognized to the ex- 
tent of the money which is not so expanded. For example, a vessel 
purchased by A in 194:9 for $100,000 is destroyed by a typhoon in 1950, 
and A receives in 1954 insurance in the amount of $100,000. This 
money is not expended in the manner provided in section 1033(a) (2), 
but there is no gain since the insurance does not exceed the basis (disre- 
garding, for the purposes of this example, the adjustment for depre- 
ciation). In 1955, A receives insurance from a second policy of 
$200,000 on account of the destruction of the vessel. He expends this 
amount in the manner provided in section 1033(a) (2). The gain in 
1955 upon the receipt of the $200,000 is recognized to the extent of 
$100,000, the amount of the money received in 1954 which was not 
expended in the manner provided in section 1033(a) (2). 

(2) Losses from involuntary conversions are recognized or not 
recognized without regard to section 1033. The expenditure in the 
manner provided in section 1033(a)(2) of money received, upon an 
involuntary conversion is not necessary for the transaction to be 
considered completed for the purpose of determining such loss. 

(c) In order to avail himself of the benefits of section 1033(a) (2) 
it is not sufficient for the taxpayer to show that subsequent to the re- 
ceipt of money from a condemnation award he purchased other prop- 
erty similar or related in use. The taxpayer must trace the proceeds 
of the award into the payments for the property so purchased. It is 
not necessary that the proceeds be earmarked, but the taxpayer must 
be able to prove that the same were actually reinvested in such other 
property similar or related in use to the property converted. The 
benefits of section 1033(a) (2) cannot be extended to^ a taxpayer who 
does not purchase other property similar or related in service or use, 

§ 1.1033(a)-3(c) 
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norwitiistanding the fact that there was no other such property avail- 
able for purchase. 

ulj If. ill a condemnation proceeding, the Goveniinent retains out 
01 the award sufficient funds to satisfy liens (other than lions due 
to special assessments levied against the remaining portion of the 
plot or parcel of real estate alfected for benehts aceriiing in con- 
iiecrion with the condemnation) and mortgages against the property 
and itself pays the same, the amount so retained shall not be de- 
ducted from the gross award in determining the amount of the net. 
award. If, in a condemnation proceeding, the Governinent makes 
an award to a mortgagee to satisfy a mortgage on tlu^ condemned 
property, the amount of such award shall be considered as part of 
the ‘•mone}-'*' into which the property is converted, regardless of 
whether or not the taxpayer was personally liable for the mortgage 
debt. Thus, if a taxpayer has acquired property wmrth $100,0{)0 
subject to a $50,000 mortgage (regardless of whether or not he was 
personally liable for the mortgage debt) and, in a condemnation 
the Government awards the taxpayer $60,000 and awards 
;‘_;'^d^i'-»rtuagee $50,000 in satisfaction of the mortgage, the entire 
$110,000 is considered to be the “money” into which the proj^ert^y 
was converted. An amount expended for replacement of an asset, 
in excess of the recovery for loss, represents a capital expenditure 
and IS not a deductible loss for income tax purposes. 

I.e) The provisions of section 1033(a)(2) are applicable to prop- 
erty used for residential or farming purposes. 

{f ) The proceeds of a use and occupancy insurance contract, wliich 
by Its terms insured against actual loss sustained of net profits in tiie- 
business, are not proceeds of an involuntary conversion but are income. 
121 the same^inanner that the profits for which they are substituted 
would have oeen. 

1 There is no investment in property similar in character and 
devoted to a similar use if— 

fl) The proceeds of unimproved real estate, taken upon con- 
ciemiianon proceedings, are invested in improved real estate. 

f- iiie proceeds of conversion of real property are applied in 
? ] indebtedness previously incurred in the purchase of 


bari ^ requisitioned tug uses the proceeds to buy 

dpi It IS mcunibeiit upon a taxpayer “forthivith” to apply for and 
to establish a replacement fund ii^every case 
yiieie it lb not possible to replace immediately. If an expenditure 
m actual replacement would be too late, a request for 
ment ot a replacement fimd would likewise be So late? 

[Seetioa is substantially the same as § 29.112(f)-l of Regulations 111.] 

dlspa?it?on of" the^^verter/T^ involuntary conversions where the 
oceiirred before Januaiy 1 195^^^nd^wW § 1.1033 (a) ~3) 

h a year ,o rrhfch ’the IrJtolrfeS: SofWM appW 
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(b) 111 any case where the taxpayer elects to replace or restore the 
converted property but it is not practicable to do so immediately (for 
example, because of a shortage of materials or an industry-wide 
strike), he may obtain permission to establish a replacement fund in 
his accounts in which part or all of the compensation so received shall 
be held, without deduction for the payment of any mortgage. In 
such a case the taxpayer should make aiiplication on Form 1114 to 
the district director for the district in which his return is required to 
be filed for permission to establish such a replacement fund, and in 
his application should recite all the facts relating to the transaction 
and declare that he will proceed as expeditious^ as possible to replace 
or restore such property. The taxpayer will be required to furnish a 
bond with such surety as the district director may require in an amount 
not in excess of double the estimated additional income taxes which 
would be payable if no replacement fund were established. See 6 
U. S. C. 15, (Appendix to the Income Tax Regulations), providing 
that where a bond is required by law or regulations, in lieu of surety 
or sureties there may be deposited bonds or notes of the United States. 
The estimated additional taxes, for the amount of which the applicant 
is required to furnish security, should be comi^uted at the rates at 
which the applicant would have been obliged to pay, taking into con- 
sideration the remainder of his taxable (or net) income and resolving 
against him all matters in dispute affecting the amount of the tax. 
Only surety companies holding certificates of authority from the Sec- 
retary of the Treasury as acceptable sureties on Federal bonds will 
be approved as sureties. The application should be executed in tripli- 
cate, so that the district director, the applicant, and the surety or 
depositary may each have a copy. 

[Section 1.1033 (a )-4 is substantially tbe same as § 29.112(f) -2 of Regulations 111.] 

§ 1.1033(b) Stx\tutory Provisions; Involuntary Conversions; 
Residence oe Taxpayer. 

SEO. 1033. INVOLUNTARY CONVERSIONS. * * * 

(b) Residence oe Taxpayer. — Subsection (a) shall not apply, in the 
case of property used by the taxpayer as his principal residence, if the 
destruction, theft, seizure, requisition, or condemnation of the residence, 
or the sale or exchange of such residence under threat or imminence thereof, 
occurred after December 31, 1950, and before January 1, 1954. 

§ 1.1033 (b)-l Involuntary Conversion of Principal Resi- 
dence. — Section 1033 shall apply in the case of property used by the 
taxpayer as his principal residence if the destruction, theft, seizure, 
requisition, or condemnation of such residence, or the sale or exchange 
of such residence under threat or imminence thereof, occurs before 
January 1, 1951, or after December 31, 1953. Section 1033 shall not 
apply in the case of an involuntary conversion of property used by 
the taxpayer as his principal residence if the destruction, theft, 
seizure, requisition or condemnation of such residence, or the sale or 
exchange of such residence under threat or imminence thereof, oc- 
curred after December 31, 1950, and before January 1, 1954. In the 
case of property disposed of after December 31, 19513, and before 
January 1, 1954, which is used by the taxpayer partially as a princi- 

§ l,033(b)-l 



428 


T 3 al residence aiicl partially for other purposes, proper allocation .shall 
Ije made and § 1.1033(a)-2 and § 1.1033 (c)-l shall apply oiily with 
re.speet to the involuntary conversion of the portion used for such 
other piu’iDOses. 

§ 1.1033(c) Statutory Provisions; Involuntary Conversions; 
Basis op Property Acquired Through Involuntary CoNvtiKsioN. 

SEC. 1033. INVOLUNTAET CONVEESIONS. * * 

(c) Basis of Peopesty Acquired Through Involuntary Conversion. — 

If the property was acquired, after February 28, 1913, as the result of a 
ctiiupiiiscry or involuntary conversion described in subsection (a) (1) or 
1 2 f , th^ hasi.> shall be the same as in the case of the iiroperty so converted, 
decreased in the amount of any money received by the taxpayer which was 
not expended in accordance with the provisions of law (aiiplicalile to the 
year in which .such conversion was made) determining the taxable status 
of The gain or loss upon such conversion, and increased in the aiiiouiit of 
gain or decreased in the amount of loss to the taxpayer recognized uiion 
such conversion under the law applicable to the year in which such con- 
version was made. This subsection shall not apply in respect of properly 
acquired as a result of a compulsory or involuntary conversion of proiierty 
used by the taxpayer as his principal residence if the destniction, theft, 
seizure, requisition, or condemnation of such residence, or the sale or 
exchange of such residence under threat or imminence thereof, occurred 
after December 31, 1950, and before January 1, 1954. In the case of prop- 
erty purchased by the taxpayer in a- transaction described in subsection 
(a) (3) which resulted in the nonrecognition of any part of the gain realized 
as the result of a compulsory or involuntary conversion, the basis shall be 
the cost of such property decreased in the amount of the gain not so recog- 
nized: and if the property purchased consists of more than one piece of 
property, the basis determined under this sentence shall he allocated to the 
purchased properties in proportion to their respective costs. 


§ 1.1033 (c)~l Basis of Property Acquired as a Eesult of ak 
I^v'TOLUYTARY CONVERSION.— (a) The provisioHs of the first sentence 
of section 1033(c) may be illustrated by the following example: 

Example. A’s vessel which has an adjusted basis of $100,000 is 
destroyed in 1950 and A receives in 1951 insurance in the amount of 
$200,000. ^If A invests $150,000 in a new vessel, taxable gain to the 
extent of ^50,000 would be recognized. The basis of the new vessel is 
$100,000; that is, the adjusted basis of the old vessel ($100,000) 
minus the money received by the taxpayer which was not expended 
111 the acquisition of the new vessel ($50,000) plus the amount of gain 
recognized upon the conversion ($50,000) . If any amount in excess 
01 the proceeds of the conversion is expended in the acquisition of 
tile new property, such amount may be added to the basis other- 
wise determined. 


sentence of section 1033(c) may be 
illustrated by the following example : . / j 

Ecmmple, A taxpayer realizes $22,000 from the involimtarv 
conversion of his barn m 1955 ; the adjusted basis of the barn to him 
was $10,000 and he spent in the same year $20,000 for a new barn 
whidi resulted m nonrecognition of $10,000 of the $12,000 mrin 

be ?ir. i f new barn to the taxpayer wSuld 

($20,000) less the amount of 
the j,ain not recognized on the conversion ($10,000). The basis of 
the new bam would not be a ^bstitnled bSis in the bands of the 


1.1033(c) 
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taxpayer within tlie meaning of section 1016(b)(2). If the re- 
piaceineiit of the converted barn had been made by the purchase of 
two smaller barns which, together, were similar or related in serv- 
ice or use to the converted barn and which cost $8,000 and $12,000, 
resi^ectively, then the basis of the two barns would be $4,000 and 
$6,000, respectively, the total basis of the purchased property 
($10,000) allocated in proportion to their respective costs (8,000/ 
20,000 of $10,000, or $4,000 ; and 12,000/ 20,000 of $10,000, or $6,000) . 

§ 1.1033(d) Statutoet Provisions; Involuntary Conversions; 
Property Sold Pursuant to Esclamation Laws. 

SEC. 1033. INVOLUNTARY CONVERSIONS. ^ * 

(d) Property Sold Pursuant to Reclamation Laws. — For purposes of 
this subtitle, if property lyin^? within an irrigation project is sold or other- 
wise disposed of in order to conform to the acreage limitation provisions 
of Federal recla^nation laws, such sale or disposition shall be treated as 
an involuntary conversion to which this section applies. 

§ 1.1033 (d)-! Disposition op Excess Property Within Irriga- 
tion Project Deemed to be Involuntary Conversion. — (a) The sale, 
exchange, or other disposition occurring in a taxable year to which 
the Internal Revenue Code of 1954 applies, of excess lands lying 
within an irrigation project or division in order to conform to acreage 
limitations of the Federal reclamation laws effective ■with respect to 
such project or division shall be treated as an involuntary conversion 
to which the provisions of section 1033 and the regulations thereunder 
shall be applicable. The term ^‘excess lands'’ means irrigable lands 
within an irrigation project or division held by one owner in excess 
of the amount of irrigable land held by such owner entitled to receive 
water under the Federal reclamation laws applicable to such owner 
in such project or division. Such excess lands may be either (1) lands 
receiving no water from the project or division, or (2) lands receiving 
water only because the owner thereof has executed a valid recordable 
contract agreeing to sell such lands under terms and conditions satis- 
factory to the Secretary of the Interior. 

(b) If a disjiosition in order to conform to the acreage limitation 
provisions of Federal reclamation laws includes property other than 
excess lands (as, for example, where the excess lands alone do not 
constitute a marketable parcel) the provisions of section 1033(d) 
shall apply only to the part of the disposition that relates to excess 
lands. 

(c) The provisions of § 1.1033 (a)-2 shall be applicable in the case 
of dispositions treated as involuntary conversions under this section. 
The details in connection with such a disposition required to be re- 
ported under § 1.1033 (a)-2(c) (2) shall include the authority whereby 
the lands disposed of are considered ^'excess lands”, as defined in this 
section, and a statement that such disposition is not part of a plan 
contemplating the disposition of all or any nonexcess land within the 
irrigation project or division. 

(d) The term tin voluntary conversion”, where it appears in sub- 
title A or the regulations thereunder, includes dispositions of excess 
property within irrigation projects described in this section. (See, 
e, g., sekion 1231 and the regulations thereunder.) 

45a58(P— 58 28 § l.i03S(d)-l(d) 
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I i.lUo3(e) Statutort Provisioks; Involun'TAKy CoNVEKStoNS ; 
Livestock Destroyed by Disease. 

SEC. 1033. INVOLUNTAE.Y CONVERSIONS. ^ 

(e) Livestock Destroyed by Disease. — ^F or purposes of this subtitle, 
if livestock are destroyed by or on account of disease, or are sold or ex- 
ekaiyaecl because of disease, such destruction or such sale or exciiaag-e shall 
be treated as an involuntary conversion to which this section applies. 

§ 1.1033 (e) -1 Destruction or Disposition of Livestock Becatjsk 
OF Dise.^se. — ( a) The destruction occurring in a taxable year to which 
the Intennal Revenue Code of 1954 applies, of livestock by, oi’ on 
afcoinic of, disease, or the sale or exchange, in such a year, of livestock 
ineeaipe of disease, shall be treated as an involuntary convoi'sioii to 
which the provisions of section 1033 and the regulations thereunder 
S'lail be applicable. Livestock which are killed either because they 
are diseased or because of exposure to disease shall be considered de- 
stroyed on account of disease. Livestock which are sold or excTiangod 
ijecause they are diseased or have been exposed to disease, and would 
been sold or exchanged at that particular time 
siiail be considered sold or exchanged because of disease. 

Jb) The provisions of § 1.1033 (a)-2 shall be applicable in the case 
VI treated as an involuntary conversion under this section, 

iiie ‘^tzaiis in connection with such a disposition required to be i‘e- 

(2) shall include a recital of the evi- 
r livestock were destroyed by or on account of disease, or 
sold or exchanged because of disease. 

fiflo \ D+f ‘‘involuntary conversion”, where it appears in sub- 

thereunder, includes disposition of livestock 
thereimden) regulations 

Peoitsions; Involuntary Conversion's; 

SEC. 1033. INVOLUNTARY CONVERSIONS. * * * 

(f) Cross Refebekces. 

- -><■ 

acaverslons as capital 

‘rS^l’StAV rf Sit AStS 


UAINS AND LOSSES 

treat]ment of capital gains 
§ 1.12til Statutort Proit-sions; AlWative Tax 
SEC. 1201. ALTERNATIVE TAX. 

(a) Corporations If fnr <jr)vr 4 

iTo^'w 
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lieu of the tax iniposecl by sections 11, 511, S02(a), 821fa ifi » tv. \ a!vi 
831(a) there is hereby imposed a tax (if snch tax is l^ss :hriL -rx 
imposed by such sections) which shall consist of the sum < 1 ™ 

(1) a partial tax computed on the taxable liiCifUie redr.ry/; P;; h - 

amount of such excess, at the rates and in the maniier as :i ::.i> - 

section had not been enacted, and 

(2) an amount equal to 25 percent of snch excess, or. In ti.s f 
a taxjible year beginning before April 1, 1954, an amouai .-r:;,.. :■ 
percent of such excess. 

In the ease of a taxable year beginning before April 1, 1054. iLe on.. 
unde/ paragraph (2) shall be determined without regard i:. set r. 
(relathig to elfect of change of tax rates ). 

(h ) OTPPUi T cximwims. — If for any taxable year the net l-:;: A:/, 

-ain of anv taxpayer (other than a corporation) exceerb tn^- n.-r sj- .i—*-; ::. 
canital loss, then, in lieu of the tax miposed by sec-n..!is i anu 
iAerebv iraposed a tax (if such tax is less than the tax sx-:. 

sections) which shall consist of the sum of- 

(1) a partial tax computed on the taxable meome redrieei; i.y 
ammmt' equal to 50 percent of such excess, at the rate and in the manr.er 

as if this subsection had not been enacted and ^ 

(O'! an amount equal to 25 percent of the excess of tno ne: 
capital gain over the net short-term capital loss. 

/ N hv qpc 5 of the Life Insurance Company Tar Aat far lt'55 

for taxable years beginning after December :il. 1g.l4 1 or ras* 

(70 Stat. *60 1, 1955, see. 1201(a) did aot !.r,,-.nde -:.ac c:... 

aulmatiw tax would be in lieu of th tax imposed by see. 802(a,i. 

S 1 1201-1 Alternative Tax.— ( a) Corp orations — In case tlie n-rt 
1 ^ o-ain of any corporation exceeds the net snort -lerii; 

Xs Sttif InipoL an alternative ta. in lieu of tiie 

mifli -xlternative tax is less than the tax imposed by suc-; 

ZX^nj tas imposed by °V4''I.“2tAe“a.ris1S 

eiUu/set for^ m “I 

Ss ii, ill. »2(.) (for 

«h.8SlW Wo.; (b , Bd 83 (a)™ 


equal to ^5 percent of such excess^ ^ ^ ^6 percent of 

beginning before April 1, ’ « partial tax the special Ue^ 

suA excess. In the computation ot the pait 

ciuctions provided for of |he mluction'of taxable income 

Sjg: eSS Snil tomtom capital gam or.r ret sl.ort-l»m cap, .a. 

loss. f p i-Lg pet long-term capital gain ot 

(b) Other taxpayers.— In case tne pet short-terni 

a taxpayer (other a "°rpoianon)^exce^^_^^ 

capital loss, section 1.^01 ( ) if and only if such alteinani r 

S/irie^/thmvtlm.fa/^^^^ set" foi-rin 

SioriSlTb) The aVkiative tax is the sum of ^ ^ 
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(1) A partial tax, computed at the rates provided by sections 
1 and 511 on the taxable income reduced by an amount ecpial to 
5U percent of the excess of the net long-term capital gain over the 

net short -term capital loss, plus 

{'2) 25 percent of the excess of the net long-term capital gain 
over the net short-term caxhtal loss. 

See § 1.1-3 for rule relating to the conipiitation of the liiuita-tion on 
tax under section 1(c) in cases where the alteriuitive ta,x is imposed. 
See § 1.34-2 (a) for rule relating to the comx^utation of the dividend 
received credit under section 34 and § 1.35-1 (a) for rule relating to 
the computation of credit for partially tax-exempt interest uiuler 
section 35 in cases where the alternative tax is imposed. 

(c)^ Tad]-exe?npt trusts and organizations , — In applying section 
12U1 in the case of tax-exempt trusts or organizations subject to Urn 
rax imposed by section 511, the only amount which is taken into 
aecoimt as capital gain or loss is that which is taken into account 
ill com2:ut:rig unrelated business taxable income under section 512. 
I nder .section 512, the only amount taken into accouut as cai)ital 
gain or loss is that resulting from the aj)plication of section 031(a), 
relating to the election to treat the cutting of timber as a sale or 
exchange. 


(d) Joint returns , — In the case of a joint return, the excoKSs of any 
iiet long-term capital gain over any net short-teriii capital loss is to 
be determined by combining the long-term capital gains and losses 
and the short-term capital gains and losses of the s|)ouses. 

^ of section , — The following exani])le illustrates the 

of the provisions of section 1201 and of this section in 
the case of an individual taxpayer : 

Exmnph. A, a single individual, has for the calendar year 1954 
taxable income (exclusive of capital gains and losses) oi $99,400. 
11 / ^ $50,000 on the sale of a capital asset 

iielcl tor 19 months and sustains a loss of $20,000 on the sale of a 
capital asset held for five months. He has no other capital gains 
01 looses. Since the alternative tax is less than the tax otherwise 
eomputed im^ seetion 1, the tax payable is the alternative tax, 
tiiat IS, 4,298. The tax is computed as follows : 


Tax Under Section 1 

Taxable income exclusive of capital gains and losses 
Xet long-term capital gain (100 percent of $50,000) 
^et sbort-term capital loss (100 percent of $20 000) 


$50,000 

2(),0()0 


Excess of net long-term capital gain over the net short-term capital 


$ 99,400 


30,000 


Deduction of 50 percent of excess of net long-term capital gain over the 
net short-term capital loss (section 1202) . 


$120,400 

15,000 


Taxable income 

Tax under section 1 


$114,400 


§ 1.1201-1 (b)(1) 
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Alternative Tax Under Section 1201(b) 

Taxable income $114,400 

Less 50 percent of excess of net long-term capjital gain over net sbort- 
term capital loss (section 1201(b) (1) ) 15,000 

Taxable income exclusive of capital gains and losses $99,400 

Partial tax (tax on $90,400) $66,798 

Plus 25 percent of $30,000 7,500 

Alternative tax under section 1201(b) $74,298 

§ 1.1202 Statutory Provisions; Deduction eor CxVpital Gx\ins. 
SEC. 1202. DEDUCTION FOE CAPITAL GAINS. 


In tlie case of a taxpayer other than a corporation, if for any taxable 
year the net long-term capital gains exceeds the net short-term capital loss, 

50 percent of the amount of such excess shall be a deduction from gross 
income. In the case of an estate or trust, the deduction shall be computed 
by excluding the portion (if any), of the gains from the taxable year from 
sales or exchanges of capital assets, which, under sections 652 and 662 
(relating to inclusions of amounts in gross income of beneficiaries of trusts) , 
is includible by the income beneficiaries as gain derived from the sale or 
exchange of capital assets. 

§ 1.1202-1 Deduction for CapiTxAl Gains. — (a) In computing 
gross income, adjusted gross income, taxable income, net capital 
gain, and net capital loss, 100 percent of any gain or loss (computed 
under section 1001, recognized under section 1002, and taken into 
account without regard to sections 1201—1241, inclusive,) upon the 
sale or exchange of a capital asset shall be taken into account re- 
gardless of the period for which the capital asset has been held. 
Nevertheless, the net short-term capital gain or loss and the net long- 
term capital gain or loss must be separately computed. In comput- 
ing the adjusted gross income or the taxable income of a taxpayer 
other than a corporation, if for any taxable year the net long-term 
capital gain exceeds the net short-term capital loss, 50 percent of 
the amount of the excess is allowable as a deduction from gross in- 
come under section 1202. 

(b) For the purpose of computing the deduction allowable under 
section 1202 in the case of an estate or trust, any long-term or short- 
term cajiital gains which, under sections^ 652 and 662, are incluclible 
in the gross income of its income beneficiaries as gains derived from 
the sale or exchange of capital assets must be excluded in determining 
whether, for the taxable year of the estate or trust, its net long-term 
capital gain exceeds its net short-term capital loss. To determine 
the extent to which such gains are includible in the gross income of 
a beneficiary, see the regulations under sections 652 and 662. For 
example, during 1954 a trust realized a gain of $1,000 iij)on the sale 
of stock held for 10 months. Under the terms of the trust instrument 
of all such gains must be distributed duiing the taxable year to A, 
the sole income beneficiary. Assuming that under section 652 or 
662 A must include all of such gain in his gross income, the trust 
is not entitled to any deduction with respect to such gain under 
section 1202. Assuming A had no other capital gains or losses for 
1954, he would be entitled to a deduction of $500 under section 1202. 

§ 1.1202-1 (b) 
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For purposes of this section, an income beneficiary shall be any bene- 
ficiary to whom an amount is required to be distributed, or is paid 
or credited, which is includible in his gross income. 

(c) The provisions of this section may be illustrated by the f ol- 
io vdiig example : 

Examfle, A, an individuah had the following transactions in 

1954: : 


Long-term capital gain $(),000 

Long-term capital loss 4,000 


Net long-term capital gain $2,000 

Short-term capital loss $1,800 

Short-term capital gain 800 


Net short-term capital loss 1,500 


Excess of net long-term capital gain over net short-term 
capital loss $500 


Since the net long-term capital gain exceeds the net short-term capi- 
tal loss by $500, 50 percent of the excess, or $250, is allowable as a 
deduction under section 1202. 


TREATMENT OF CAPITAL LOSSES 


§ 1.1211 Statutory Provisions; Limitation on Capitax- Losses. 
SEC. 1211. LIMITATION ON CAPITAL LOSSES. 

(a) CoEPOBATioNs. — In the case of a corporation, losses from sales or 
exchanges of capital assets shall be allowed only to the extent of gains 
from such sales or exchanges. 

(b) Othee Taxpayers. — In the case of a taxpayer other than a coiTora- 
tion, losses from sales or exchanges of capital assets shall be allowed only 
to the extent of the gains from such sales or exchanges, plus the taxable 
income of the taxpayer or $1,000, whichever is smallex’. For piu'poses of 
this subsection, taxable income shall be computed without regard to gains 
or losses fmm sales or exchanges of capital assets and without regard to 
the uecmctions provided in section 151 (relating to personal exemptions) 
or any deduction in lieu thereof. If the taxpayer elects to pay the optional 
tax imposed by section 3, “taxable income” as used in this subsection shall 
be read as “adjusted gross income”. 


§ LmiTATioif ON Capital Losses.— (a) Section 1211(a) 

provides tbat, m tbe case of a corporation, losses from sales or ex- 
c langes of capital assets shall be allowed as deductions only to the 

such sales or exchanges, and section 1211(b) 
a taxpayer other tLn a cor^ioration, 
be allowed as a 

changes, plus the taxable income of the taxpayer or $1,000, which- 
smaller. For purposes of section 1211(b) , taxable income* is 

exctenie? i ®ales or 

SSidfri^^sSn^nTf^w-*^ without regard to the deductions 
SeducHoni^ ^ personal exemptions) or any 

o eS® and^ deductions availabfe 

tions aSied IfndS of the deduc- 

®otion 151, and, in the case of estates and 

8 1 1«>A*> ,t /«> 
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trusts, are to be added back to taxable income for the purposes of 
section 1211(b). 

(b) The provisions of section 1211(b) may be illustrated by the 
f ollovung examples : 

Example {1) . A, an individual with one exemption allowable 
as a decliiction under section 151, has the following transactions 
in 1954: 


Taxable income exclusive of capital gains and losses $4,400 

Deductions provided in section 151 600 

Taxable income for purposes of section 1211(b) $5,000 

Long-term capital gain $1,000 

Long-term capital loss 5,3i)0 

Net long-term capital loss $4,300 

Amount deductible under section 1211(1-)) $1,000 


Example {2 ) . B, an individual ivitli one exemption allowable 
as a deduction under section 151, has the following transactions 
in 1954: 


Taxable income exclusive of capital gains and losses $00 

Deductions provided in section 151 600 


Taxable income for purposes of section 1211(b) $690 

Long-term capital gain $1,000 

Long-term capital loss 5,200 


Net long-term capital loss $4,200 

Amount deductible under section 1211(b) $600 


In example (1) , the net long-term capital loss of $4,300 is allowable in 
1954 only to the extent of $1,000 since the latter amount is smaller than 
the taxable income of $5,000. The remaining $3,300 of the net long- 
term capital loss becomes a net capital loss to be carried over to suc- 
ceeding years. In example (2), since taxable income for purposes of 
section 1211(b) is $690 and since that amount is smaller than the 
$4,200 net long-term capital loss and is less than $1,000, only $690 
of the net long-term capital loss of $4,200 is allowable in 1954, leaving 
a net capital loss of $3,510 to be carried over. For carryover of a net 
capital loss, see § 1.1212-1. 

(c) See section 582(c) for modification of the limitation under 
section 1211 (a) in the case of a bank, as defined in section 681. 

(d) In the case of a joint return, the limitation under section 
1211 (b) , relating to the allowance of losses from sales or exchanges of 
capital assets, is to be computed and the net capital loss determined 
with respect to the combined taxable income and the combined gains 
and losses of the spouses. 

(e) In case the tax is computed under section 3 (relating to optional 
tax if adjusted gross income is less than $5,000) the term “taxable 
income” as used in section 1211 (b) shall be read as “adjusted gross 
income”. 


1.1211-1 (e) 
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§ 1.1212 Statutoey Pkovisions ; Capital Loss Caeetover. 

SEC. 1212. CAPITAL LOSS CABBYOVER. 

If for any taxable year the taxpayer Las a net capitfil loss, the aiiioiiiit 
thereof shall be a short-term capital loss in each of the 5 succeeding tax- 
able years to the extent that such amount exceeds the total of any net 
capital gains of any taxable years intervening between the taxat>le year 
in which the net capital loss arose and such succeeding taxable year. For 
purposes of this section, a net capital gain shall he computed wdthout 
re^gard to such net capital loss or to any net capital losses arising in any 
.siieli intervening taxable years, and a net capital loss for a taxable year 
beginning before October 20, 1951, shall he determined under the api>lical)Ie 
law relating to the computation of capital gains and losses in effect before 
such date. 


§ 1.1212-1 Net Capital Loss Carryover. — (a) Any taxpayer siis- 
raiiiiiig a net capital loss may, under section 1212, cany over suck 
Joss to eacli of the five succeeding taxable years and treat it in each of 
siicii five succeeding taxable years as a short-term capital loss to the 
extent not allowed as a deduction against any net capital gains of any 
taxable years intervening between the taxable year in which the net 
capital loss was sustained and the taxable year to which carried. The 
caiTyover is tlnis applied in each succeeding taxable year to offset any 
net capital gam in such succeeding taxable year. The amount of the 
^ not be included in computing a new net 

capital loss or a taxable year which can be carried forward to the next 

1212, a net capital loss 
W before October 20, 1951, is to be detei- 

Ihe computation of capital 
hV for q effect before such ^ate. Thus, where the applicable 

^ beginning before October 20, 1951, provided 

=aie or Lehanw gain or loss recognized upon the 

ly miutiA r b® taken into account in 

7b^ Thp f 1 rules on capital loss carryovers. 
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1952 

1953 

1954 

1955 

1956 

CiirryoTer from prior years : 

From 1952 

From 1954 


(.$50,000) 

($29,500) 

I .$20..5(M‘h ' 


Net sliort-term loss (coni- 
piitf'.l yvitliont regard to 

rli'^ i.an'\ciV.-rs ) 

Net sliort-tenii gain (eom- 
piiteol without regard to 
tlie carryovers) 





(.$30,000) 

(,$5,000) 

($10,000) 

$40,000 
( $ 5, 000 j 


Net long-term loss 

Net long-term gain 

($20,500) 

$25,000 

.$500 

$20,500 

($10,000) 

$15,000 

$500 

Net income or l.ixal.l.- in- 
come, c'liiiim without 

regard in capital gains 
and losses, and, after 
1933, without regard to 
the deduction provided 

by section 151 

Net capital gain (computed 
without i’^ard to the 
carryovers 

$500 

$500 

$1,000 

$30,000 

Net capital loss — 

($50,000) 

($19,500) 






Deduction allowable under 





None 

None 

None 

None 

$1,000 

$900 

Taxable income (after de- 
ductions allowable under 
secs. 151 and 1202) 




^2) Net capitalloss of The net capital loss is $50,000. This 

figure is the excess of the losses from sales or exchanges of capital 
assets over the sum of (i) gains (in this case, none) from such sales 
or such exchanges, and (ii) net income (computed without regard to 
capital gains and losses) of $500. This amount may be carried for- 
warcl in full as a short-term loss to 1953. However, in 1953 there was 
a net capital gain of $20,500, as defined by section 117 (a) (10) (B) of 
the Internal lievenue Code of 1939, and limited by section 117 ( e) ( 1 ) 
of the 1939 Code, against which this net capital loss of $50,000 is 
allowed in part. The remaining portion — ^$29,500-— may be carried 
forwai'd to 1954 and 1955 since there was no net capital gain in 1954. 
In 1955 this $29,500 is allowed in full against net capital gain of 
$36,000, as defined by section 1222(9) (B) and limited by section 
1212. 

(3) N et capitalloss of 1954 . The net capital loss is $19,500. This 
figure is the excess of the losses from sales or exchanges of capital 
assets over the sum of (i) gains (in this case, none) from such sales 
or exchanges and (ii) taxable income (computed without regard to 
capital gains and losses and the deductions provided in section 151) 
of $500. This amount may be carried forward in full as a short-term 
loss to 1955. The net capital gain in 1955, before deduction of any 
carryovers, is $36,000. The $29,500 balance of the 1963 loss is first 
applied against the $36,000, leaving a balance of $6,500. Against this 
amount the $19,500 loss arising in 1954 is applied, leaving a loss of 
$13,000, which may be carried forward to 1956. Since this amount 
is treated as a short-term capital loss in 1956 under section 1212, the 
excess of the net long-term capital gain 'over the net short-term capi- 
tal loss is $2,000 ($15,000 minus $13,000). Half of this excess is 
allowable as a deduction under section 1202. Thus, after also de- 

§ 1.1212-1 (b) 
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ducting the exemption allowed as a deduction under section 151 

{S600) the taxpayer has a taxable income of $900 for 1956. 

(c)(1) The following rules shall be applied in computing net 
capital loss carryovers by husband and wife : 

(i) If a husband and wife making a joint return for any taxable 
year made separate returns for the preceding year, any net capital 
loss carryover of each spouse from such preceding taxable year may 
be carried forward to the taxable year as a short-term capital loss 
to the extent provided by section 1212. 

(ii) If a joint return was made for the i>receding taxable year, 
any net capital loss carryover from such preceding taxable year may 
be carried forward to the taxable year as a short-term capital loss 
to the extent provided by section 1212. 

( iii) If a husband and wife making separate returns for any tax- 
able year made a joint return for the preceding taxable year, any net 
capital loss carryover from such preceding taxable year shall be 
allocated to the spouses on the basis of their individual net capital 
losses which gave rise to such net capital loss carryover, ancl the iiel. 
capital loss carryover so allocated to each spouse may be carried 
forward by such spouse to the taxable year as a short-term cai^ital 
loss to the extent provided in section 1212. 

(iv) If separate returns are made both for the taxable year and 
the preceding taxable year, any net capital loss carryover of eacli 
spouse from such preceding taxable year may be carried forward by 
such spouse to the taxable year as a short-term capital loss to the 
extent provided in section 1212. 


of subdivisions (i) and (iii) of subparagraph 
(1) o± tins paragraph may be illustrated by the following example: 

If H and W, husband and wife, make a joint return 
tor 1900, having made separate returns for 1954 in which H had a 
net capital loss of $o,000 and W had a net capital loss of $2,000, in 

would have p short-term capital loss 
IQ'" n n their separate net capital loss carryovers from 

> allowable to the extent provided by section 1212. If, on the 

returns in 1955 following a joint 

caohon.,? tnwf carryover of H as a short-temi 

SoOO and t£t return would be 

??£S,UUU and that of W for her separate return would be 5R2 000 

allowable to the extent provided by section im ^ ’ 


gexeeal eules foe deteemining capital gains and losses 

§ 1.1221 Stattjtort Peovisioits; Capetal Asset Defined. 
SEC. 1221. CAPITAL ASSET DEFINED. 


held^by “capital asset” means property 

but does not include ^ connected with his trade or business), 

would properly be^toluded^ a kind w'hich 
at the elo^ of the tSle vear of taxpayer if on hand 

marily for sale to customers in the nrfll^n taxpayer pri- 

usLomers in the ordinary course of his trade or 
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(2) property, used in his trade or business, of a character which is 
subject to the allowance for depreciation provided in section 167, or real 
property used in his trade or business ; 

(3) a copyright, a literary, musical, or artistic composition, or similar 
property, held by — 

(A) a taxpayer whose personal efforts created such property, or 

(B) a taxpayer in w^hose hands the basis of such property is deter- 
mined, for the purpose of determining gain from a sale or exchange, 
in whole or in part by reference to the basis of such property in the 
hands of the person whose personal efforts created such property ; 

(4) accounts or notes receivable acquired in the ordinary course of 
trade or business for services rendered or from the sale of property 
described in paragraph (1) ; or 

(5) an obligation of the United States or any of its possessions, or 
of a State or Territory, or any political subdivision thereof, or of the 
District of Columbia, issued on or after March 1, 1941, on a discount 
basis and payable without interest at a fixed maturity date not exceed- 
ing one year from the date of issue. 

§ 1.1221--1 Meanustg of Terms. — (a) The term ^‘capital assets” 
iiicliides all classes of property not specifically excluded by section 
1221. Ill determining whether property is a ^‘capital asset”, the period 
for which held is immaterial. 

(b) Property used in the trade or business of a taxpayer of a char- 
acter which is subject to the allowance for depreciation jDrovided in 
section 167 and real property used in the trade or business of a tax- 
payer is excluded from the term "^‘capital assets”. Gains and losses 
from the sale or exchange of such projierty are not treated as gains 
and losses from the sale or exchange of capital assets, except to the 
extent provided in section 1231. See § 1.1231--1. Property held for 
the production of income, but not used in a trade or business of the 
taxpayer, is not excluded from the term ‘‘capital assets” even though 
depreciation may have been alloived with respect to such property 
under section 23 (1) of the Internal Revenue Code of 1939 before its 
amendment by section 121(c) of the Revenue Act of 194:2. How^ever 
gain or loss upon the sale or exchange of land held by a taxpayer 
primarily for sale to customers in the ordinary course of his business, 
as in the case of a dealer in real estate, is not subject to the provisions 
of sections 1201-1241, inclusive. 

(c) A copyright, a literary, musical, or artistic composition, and 
similar property are excluded from the term “capital assets” if held 
by a taxpayer Avhose personal efforts created such property, or if held 
by a taxpayer in whose hands the basis of such prox^erty is determined, 
for the x^fiipose of determining gain from a sale or exchange, in 
whole or in part by reference to the basis of such x^rox^erty in the 
hands of the person wdiose personal efforts created such property. As 
to the application of section 1231 to the sale or exchange of such, 
property held by such a taxpayer, see § 1.1231-1. For purposes of 
section 1221(3) , the phrase “similar property” includes, for example, 
such prox^erty as a theatrical production, a radio^ program, a news- 
paper cartoon strip, or any other prox^erty eligible for copyright 
protection (wdiether under statute or common law), but does not 
include a patent or an invention, or a design which may be x^rotected 
only under the patent law and not under the copyright law. 

(d) Section 1221 (4) excludes from the definition of ‘^capital asset” 
accounts or notes receivable acquired in the ordinary course of trade 

§ 1.1221-1 (d) 
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or business for services rendered or from the sale of stock in tradt’ 
or inventory or property held for sale to customers in the ordinai-y 
course of trade or business. Thus, if a taxpayer acquires a nod' 
receivable for services rendered, reports the fair marlvet value of the 
note as income, and later sells the note for less tha,n ihe amouiil 
previously reported, the loss is an ordinary loss. On tJie otlier liand. 
if the taxpayer later sells the note for more than the amount originally 
reported, the excess is treated as ordinary income. 

(e) Obligations of the United States or any of its pos.session.s, or of 
a State or Territory, or any political subdivision thereof, or of 1 !u‘ 
District of Columbia, issued on or after March 1, 1941, on a distauint 
basis and payable without interest at a fixed maturity date not ex- 
ceeding one j'ear from the date of issue, are excluded 'from the term 
“capital assets.” An obligation may be issued on a di.sconnt basis 
even though the price paid exceeds the face amount. Tims, althougli 
the teecond Liberty Bond Act (31 U. S. C. 754) provides that Urutml 
States Ireastiry bills shall be issued on a discount basis, the issuing; 
price paid for a particular bill may, by reason of competitive bidding, 
actually exceed the face amount of the bill. Since the obligations <d' 
tile type described in this paragraph are excluded from the term 
capital assets , gams or losses from tlie sale or exchaime of siu'li 

limitations provided in sections 
It IS, therefore, not necessary for a ta.xpav«'i- 
insurance company taxable under part I of .snJ»- 
Internal Eevenue Code of 1951: a.s 
rhl Company Tax Act for 1955, and, in 

to taxation beginning before January 1, 1955, .sidiject 

to taxation only on interest, dividends, and rents) to se<>-re<ra(e llu* 

SfrothrrLT“‘‘,'“‘* or loss idli* it 

Sth resect m ^ obligation. See section 4.54(b) 

Sli™!™ he dm Tbe provisions of thhi 

^ ilbistiated by the following examples : 

90 dat Treasurv bid ^ insurance company) buys a $100, OOt), 

forU-fifth d?7of for $99,998. As of the close of the 

Slot' tiTo ih'^rST.'. 

ample (l)\xcept ^at tlie^selliTf^^^ ^?xample are the same as in ex- 
gain to A of $0^50 may be $99,998,50. The nefc 

to interest and $0 50 to loqq ^^to account without allocating $1 

msturity his ifce Mt o ® >'<>><1'^ «» MU 

s single item ol ta “--i 

to gam. Itnout allocatmg $1 to interest and $0.50 
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§ 1.1222 Statutory Proyisions ; Other Terms Eelating to Capi- 
tal Gains and Losses. 


SEC. 1222. OTHER TERMS RELATING TO CAPITAL GAINS AND 
LOSSES. 


For purposes of tiiis subtitle — 

(1) SHoirr-TEiiM CAPITAL GAIN. — Tile term “short-term capital gain” 
ineaiis gain froiu the sale or exchange of a capital asset held for not more 
than 6 months, if and to the extent such gain is taken into account in 
coiiixmting gross income. 

(2) Short-teiui CAPITAL LOSS. — The term “short-term capital loss” 
iiieans loss from the sale or exchange of a capital asset held for not more 
than 0 months, if and to the extent that such loss is taken into account 
in computing taxable income. 

(3) Long-teem capital gain. — The term “long-term capital gain” 
means gain from the sale or exchange of a capital asset held for more 
than 6 months, if and to the extent such gain is taken into account in 
computing gross income. 

(4) Long-teem capital loss.— The term “long-term capital loss” means 
loss from the sale or exchange of a capital asset held for more than 
6 months, if and to the extent that such loss is taken into account in 
computing taxable income. 

(5) Net short-teem capital gain. — The term “net short-term capital 
gain” means the excess of short-term capital gains for the taxable year 
over the short-term capital losses for such year. 

(6) Net short-terj^i capital loss. — The term “net short-term capital 
loss” means the excess of short-term capital losses for the'taxable year 
over the short-term capital gains for such year. 

(7) Net long-term capital gain. — The term “net long-term capital 
gain” means the excess of long-term capital gains for the taxable year 
over the long-term capital losses for such year. 

(8) Net long-term capital loss. — The term “net long-term capital 
loss” means the excess of long-term capital losses for the taxable year 
over the long-term capital gains for such year. 


(9) Net capital gain. — ^ 4. 

(A) Corporations.— In the case of a corporation, the term net 
capital gain” means the excess of the gains from sales or exchanges 
of capital assets over the losses from such sales or exchanges. 

(B) Other taxpayers. — In the case of a taxpayer other than a 
corporation, the term “net capital gain” means the excess of- 

(i) the sum of the gains from sales or exchanges of capital assets, 
plus taxable income (computed without regard to the deductions 
provided by section 151, relating to personal exemptions or any 
deduction in lieu thereof) of the taxpayer or ?l,00b, whichever is 
smaller, over 

(ii) the losses from such sales or exchanges. 

For purposes of this subparagraph, taxable income shall be computed 
without regard to gains or losses from sales or exchangp of capita 
assets If the taxpayer elects to pay the optional tax under section 3, 
tiie term “taxable income”^as used in this subparagraph shall be read 

"llof^^NE^ capital loss” means the exce.^ 

of the losses from sales or exchanges of capital assets over the sum 
nfinwPd muter section 1211. For the purpose of cletennimng losses 
under this paragraph, amounts which are short-term capital losses under 
section 1212 shall be excluded. 

§ 1 1222-1 Other Terms Erlating to Capital Gahsts and Losses. 
Tlie plirase “short-term’’ applies to tlie category of gains and 
losses arisin^^ from the sale or exchange of capital assets held for 

S moX o“r less; tl« phrase “longW to 

.iTtrl L-iwpq eiriqino- from the sale or exchange or capitrU assets aeia 
fcr 4?rthrsi5 mlths. Th. t«ct th»t some part of a loss from 
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the sale or exclumge of a capital asset may bo finally disallowed 
because of the operation of section 1211 does not mean that such 
^oss IS not "'taken into account in computing taxable income^’ witliiii 
tae meaning of that phrase as used in sections 1222(2) and 1222(4). 
; _ de&iition of “net short-term capital gain”, as provided 

in sectmn 1222(5), the amounts brought forward to the taxable year 
under i^ction 1212 are short-term capital losses for such taxable yeai-. 

1 1 -i t losses from the sale or exchange of capital assets 

le-d tor not more than six months (described as sliort-term caiiital 
puns and short-term capital losses) shall be segregated from gains 
rlfnvA awsing from the sale or exchange of such assets held for 
terin capitalloTses)^ (described as long-term capital gains and long- 

fhi if ^ corporation, the term “net capital gain” means 

rhe In-^Q ^ ® exchanges of capital assets over 

unoimA hiSf ^ ^^changes, which losses include any 

■1 txxmvM nfi? pursuant to section 1212. In the case of* 

meS^di p™ X thy term “net capital gain” 

of "cioit^I oc;c;AfQ -ni f gaius from sales or exchanges 

1 income (computed without reo’urd to 

SSto aeTiijr"" o( capital assete ani S Shoi? 

eS intions nffm. T? by section 161, relating to personal 

It mn 1 ^ediictions in lieu thereof) of the taxiiaver or 

section iho Sfi !f® ii^clude amounts brought forward under 

and trusts, taxable i„e„u.o 
regard to 4inq nml W. be computed withoufc 

and withoSt ret.Sd to T. 1T exchanges of capital assets 

estates and trusts allowed by section 642(b) to 

taxpayef whose to exmnptions. In the case of a 

‘taxafcle income” for -DurDoscd under section 3, the term 

‘^adjusted oto7s income^’f S f ^ tins paragraph, shall be read as 
^raiil*^ in cmnpxi to the *^be term “net capital 

see § 1.1212-1 (b). ^ <^apital loss carryover under section 1212, 

sales or excharme^oVcaDita/nsspt™^^^^^ excess of the losses from 
tion 1211. However amonnts^^wvT®^ the sum allowed under sec- 

under section 1212 are excluded f ^ short-term capital losses 
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’’1‘ich losses from 

tai assets) are required to be treate^ff^ constitute capi- 

1241 from the sale or exchanl u sections 1201- 
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and § 1.1231-1 for the deiefi^m r section 1231 

losses from the involintarv whether or not gains and 
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as capital gains, or "wli ether losses from such sales or exchanges shall 
be treated as ordinary losses. 

(g) 111 the case of nonresident alien individuals not enga«:ed in 
trade or business ivithin the United States, see section 871 and the 
regulations thereunder for the determination of the net amount of 
capital gains subject to tax. 

§ 1.1223 Statutokt Provisions; Holding Period of Propertt. 

SEO. 1223. HOLDING PERIOD OP PROPERTZ 
For pui’i^oses of this subtitle — 

( 1 ) In determining the period for which the taxpayer has held propertv 
received in an exchange, there shall be included the period for which he 
held the property exchanged if, under this chapter, the property has, for 
the purpose of determining gain or loss from a sale or exchange, the 
same basis in whole or in part in his hands as the property exchanged, 
and, in the case of such exchanges after March 1, 1954, the property 
exciianged at the time of such exchange was a capital asset as defined 
in section 1221 or property described in section 1231. For purposes of 
this paragraph — 

(A) an involuntary conversion described in section 1033 shall be 
considered an exchange of the property converted for the property 
acquired, and 

(B) a distribution to which section 355 (or so much of section 356 
as relates to section 355) applies shall he treated as an exchange. 

(2) In determining the period for which the taxpayer has held prop- 
erty however acquired there shall be included the period for which such 
property was held by any other person, if under this chapter such 
property has, for the purpose of determining gain or loss from a sale 
or exchange, the same basis in whole or in part in his hands as it would 
have in the hands of such other person. 

(3) In determining the period for which the taxpayer has held stock 
or securities received upon a distribution where no gain was recognized 
to the distributee under section 1081(c) (or under section 112(g) of 
the Revenue Act of 1928, 45 Stat. 818, or the Revenue Act of 1932, 48 
Stat. 705), there shall be included the period for which he held the stock 
or securities in the distributing corporation before the receipt of the 
stock or securities on such distribution. 

H) In determining the period for which the taxpayer has held stock 
or securities the acquisition of which (or the contract or option to 
acquire which) resulted in the nondeductihility (under section 1091 re- 
lating to wash sales) of the loss from the sale or other disposition of 
sni)stantially identical stock or securities, there shall be included the 
period for which he held the stock or securities the loss from the sale 
or other disposition of which was not deductible. 

(5) In determining the period for which the taxpayer has held stock 
or rights to acquire stock received on a distribution, if the basis of such 
stock or rights is determined under section 307 (or under so much of 
section 1052 (c) as refers to section 113(a) (23) of the Internal Revenue 
Code of 1939), there shall (under regulations prescribed by the Secre- 
tary or his delegate) be included the period for which he held the stock 
in the distributing corporation before the receipt of such stock or rights 
upon such distribution. 

(0) In determining the period for which the taxpayer has held stock 
or securities acquired from a corporation by the exercise of rights to 
acquire such stock or securities, there shall be included only the period 
begiiining with the date on which the right to acquire was exercised. 

(7) In determining the period for which the taxpayer has held a 
residence, the acquisition of which resulted under section 1034 in the 
nonrecognition of any part of the gain realized on the sale or exchange 
of another residence, there shall be included the period for which such 
other residence had been held as of the date of such sale or exchange. 

§ 1.1223 
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For purposes of this paragraph, the term “sale or exchange” includes 
an involuntary conversion occurring after December 31, 1950, and before 
January 1, 1954. 

(8) In determining the period for which the taxpayer has held a 
commodity acquired in satisfaction of a commodity futures contract 
there shall be included the period for which he held the commodity 
futures contract if such commodity futures contract was a capital asset 
in his hands. 

(9) Any reference in this section to a provision of this title shall, 
where applicable, be deemed a reference to the corresponding provision 
of the Internal rtevenue Code of 1939, or prior internal revenue laws. 

(10) Cnoss KEFEKENCE. — Foi* sppcial holding period provision relating 
to certain partnership distributions, see section 735 (b). 

§ 1.1223-1 Detekmination- of Period for Which Capital Assets 
Are Held. — (a) Tlie holding period of prox)erty received in an ex- 
change by a taxpayer includes the period for which the property 
which he exchanged was held by him, if the property received has the 
same basis in whole or in part for determining gain or loss in the 
hands of the taxpayer as the property exchanged. Plowever, this rule 
shall a|)ply, in the case of exchanges after March 1, 1954, only if the 
property exchanged was at the time of the exchange a capital asset 
in the hands of the taxpayer or jiroiierty used in his trade or business 
as defined in section 1231(b). For the purposes of this paragraph 
the term “exchange” includes the following transactions: (1) An in- 
voluntary conversion described in section 1033, and (2) a distribution 
to which section 355 (or so much of section 356 as relates to section 
355) applies. Thus, if property acquired as the result of a compul- 
sory or involuntary conversion of other property of the taxpayer has 
under section 1033(c) the same basis in whole or in part in the hands 
of the taxpayer as the property so convei’ted, its acquisition is treated 
as an exchange and the holding period of the newly acquired property 
shall include the period during which the converted property was 
held by the taxpayer. Thus, also, where stock of a controlled cor- 
poration is received by a taxpayer pursuant to a distribution to which 
section 355 (or so much of section 356 as relates to section 355) ap- 
plies, the distribution is treated as an exchange and the period for 
which the taxpayer has held the stock of the controlled corporation 
shall include the period for which he held the stock of the distributing 
corporation with respect to which such distribution was made. 

(b) The holding period of property in the hands of a taxpayer, 
shall include the iDeriod during which the property was held by any 
other person, if such property has the same basis in whole or in part 
in the hands of the taxpayer for determining gain or loss from a sale 
or exchange as it would have in the hands of such other person. For 
example, the period for which property acquired by gift after De- 
cember 31, 1920, was held by the donor must be included in determin- 
ing the period for which the property was held by the taxpayer if, 
under the provisions of section 1015, such property has, for the pur- 
pose of determining gain or loss from the sale or exchange, the same 
iDasis ill the hands of the taxpayer as it would have in the hands of 
the donor. 

(c) In determining the period for which the taxpayer has held 
stock or securities received upon a distribution where no gain was 
recognized to the distributee under section 1081(c) (or under section 
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112(g) of the Eeveniie Act of 1928, 45 Stat. 818, or the Revenue Act 
of 1932, 18 Stat. 705) , there shall be included the period for which he 
lield the stock or securities in the distributing corporation before the 
X'eceipt of the stock or securities on such distribution. 

(d) If the acquisition of stock or securities resulted in the non- 
deductibility (under section 1091, relating to wash sales) of the loss 
from the sale or other disposition of substantially identical stock or 
securities, the holding period of the newly acquired securities shall 
include the period for which the taxpayer held the securities with re- 
spect to which the loss was not allowable. 

(e) The period for which the taxpayer has held stock, or stock 
subscription rights, received on a distribution shall be determined 
as though the stock dividend, or stock right, as the case may be, were 
the stock in respect of which the dividend was issued if the basis for 
determining gain or loss upon the sale or other disposition of such 
stock dividend or stock right is determined under section 307. If the 
basis of stock received by a taxpayer i)ursuant to a spin-off is de- 
termined under so much of section 1052(c) as refers to section 
113(a) (23) of the Internal Revenue Code of 1939, and such stock is 
sold or otherwise disposed of in a taxable year which is subject to the 
Internal Revenue Code of 1954, the period for which the taxpayer has 
held the stock received in such spin-off shall include the period for 
which he held the stock of the distributing corporation with respect 
to which such distribution was made. 

(f ) The period for which the taxpayer has held stock or securities 
issued to him by a corporation pursuant to the exercise by him of 
rights to acquire such stock or securities from the corporation will, in 
every case and wRether or not the receipt of taxable gain was recog- 
nized in connection with the distribution of the rights, begin with and 
include the day upon w^hich the rights to acquire such stock or se- 
curities were exercised. A taxpayer will be deemed to have exercised 
rights received from a corporation to acquire stock or securities there- 
in where there is an expression of assent to the terms of such rights 
made by the taxpayer in the manner requested or authorized by the 
corporation. 

(g) The period for which the taxpayer has held a residence, the 
acquisition of which resulted under the provisions of section 1034 in 
the nonrecognition of any part of the gain realized on the sale or ex- 
change of another residence, shall include the period for wdiich such 
other residence had been held as of the date of such sale or exchange. 
See § 1.1034-1. For purposes of this j^aragraph, the term “sale or 
exchange” includes an involuntaiy conversion occurring after Decem- 
ber 31, 1950, and before January 1, 1954. 

(h) If a taxpayer accepts delivery of a commodity in satisfaction 
of a commodity futures contract, the holding period of the com- 
modity shall include the period for wdiich the taxpayer held the com- 
modity futures contract, if such futures contract was a capital asset 
ill his hands. 

(i) If shares of stock in a corporation are sold from lots pur- 
chased at different dates or at different prices and the identity of the 
lots cannot be determined, the rules j)rescribed by the regulations 
under section 1012 for determining the cost or other basis of such 


459586°— 58 29 


1. 1223-1 (i) 



446 


stock so sold or transferred shall also apply for the purpose of deter- 
:fn7'!'no' tlie holding period of such stock. _ , 

' iT'" Vnv reference in section 1223 or this section to another provision 
of ‘ the*Internal Eevenue Code of 1954 is, where applicable, to be 
ueeined a reference to the corresponding provision of the Internal 
Eevenue Code of 1939, or prior internal revenue laws. The provisions 
of prior internal revenue laws here intended are the sections leleiiec 
to in the sections of the 1939 Code which correspond to the sections or 
the 1954 Code referred to in section 1223. Thus, the sections corrc- 
.-pondine to section 1081(c) are section 371(c) of the Revenue Act ot 
1038 and' section 371 (c) of the 1939 Code. The sections corresponding 
to section 1091 are section 118 of each of the following : The Revenue 
Acts of 1928, 1932, 1934, 1936, and 1938, and the 1939 Code. 

SPECIAL RULES FOR DETERAIINING CAPITAL GAINS AND LOSSES 

§ 1.1231 Statotort Provisions; Property Used in the Trade or 
Business and Involuntary Conversions. 

SEC. 1231. PROPEBTY USED IN THE TRADE OB BUSINESS AND 
INVOLUNTARY CONVERSIONS. 

(a) General Bule. — If, during the taxable year, the recognized gains 
on sales or exchanges of property used in the trade or business, plus tlie 
recognized gains from the compulsory or involuntary conversion (as a 
result of destruction in whole or in part, theft or seizure, or an exercise 
of the power of requisition or condemnation or the threat or imminence 
rhere'fi ) of property used in the trade or business and capital assets held 
for more than 6 months into other property or money, exceed the recog- 
nized losses from such sales, exchanges, and conversions, such gains and 
losses shall be considered as gains and losses from sales or exchanges of 
capital assets held for more than 6 months. If such gains do not exceed 
sucli losses, such gains and losses shall not be considered as gains and 
losses from sales or exchanges of capital assets. For purposes of this 
subsection — 

(1) in determining under this subsection whether gains exceed losses, 
the gains described therein shall be included only if and to the extent 
taken into account in computing gross income and the losses described 
therein shall be included only if and to the extent taken into account 
in computing taxable income, except that section 1211 shall not apply ; 
and 

(2) losses upon the destruction, in whole or in part, theft or seizure, 
or requisition or condemnation of property used in the trade or business 
or capital assets held for more than 6 months shall be considered losses 
from a compulsory or involuntary conversion. 

(b) Definition of Peopeety Used in the Teade oe Business. — For 
purposes of this section — 

(1) Geneeal bule. — The term “property used in the trade or busi- 
ness’’ means property used in the trade or business, of a character which 
is subject to the allowance for depreciation provided in section 167, held 
for more than 6 months, and real property used in the trade or business, 
held for more than 6 months, which is not — 

(A) property of a kind which would properly be includible in the 
inventory of the taxpayer if on hand at the close of the taxable year. 

(B) property held by the taxpayer primarily for sale to customers 
m the ordinary course of his trade or business, . or 

(C) a copyright, a literary, musical, or artistic composition, or 
similar property, held by a taxpayer described in paragraph (3) of 

121 Timber oe coal. — Such term includes timber and coal with i-e- 

speet to which section 631 applies. 
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(3) Livestock. — Sucli term also includes livestock, regardless of age, 
Leld by the taxpayer for draft, breeding, or dairy purposes, and held by 
him for 12 months or more from the date of acquisition. Such term 
does not include poultry. 

(4) Unhaevested ceop. — In the case of an unharvested crop on land 
used in the trade or business and held for more than 6 months, if the 
crop and the land are sold or exchanged (or compulsorily or involun- 
tarily converted) at the same time and to the same person, the crop 
shall be considered as “property used in the trade or business.” 

§ 1.1231-1 Gaiks and Losses from the Sale or Exchange of 
Certain Property Used in the Trade or Business. — (a) In general . — 
Section 1231 provides that a taxjiayer’s gains and losses from the dis- 
position (including involuntary conversion) of assets described in 
that section as “property used in the trade or business” and from the 
involuntary conversion of capital assets held for more than 6 months 
shall be treated as long-term capital gains and losses if the total gains 
exceed the total losses. If the total gains do not exceed the total losses, 
all such gains and losses are treated as ordinary gains and losses. 
Therefore, if the taxpayer has no gains subject to section 1231, a rec- 
ognized loss from the condemnation (or from a sale or exchange under 
threat of condemnation) of even a capital asset held for more than 
6 months is an ordinary loss. Capital assets subject to section 1231 
treatment include only capital assets involuntarily converted. The 
non-capital assets subject to section 1231 treatment are (1) depreciable 
business property and business real property held for more than 6 
months, other than stock in trade and certain copyrights and artistic 
property; (2) timber and coal, but only to the extent that section 631 
applies thereto; and (3) certain livestock and unharvested crops. 
See paragraph (c) of this section. 

(b) Treatment of gains and losses. — For the purpose of applying 
section 1231, a taxpayer must aggregate his recognized gains and 
losses from — 

(1) The sale, exchange, or involuntary conversion of property 
used in the trade or business (as defined in section 1231(d)), and 

(2) The involuntary conversion (but not sale or exchange) of 
capital assets held for more than 6 months. 

If the gains to which section 1231 applies exceed the losses to which 
the section applies, the gains and losses are treated as long-term 
capital gains and losses and are subject to the provisions of sections 
1201 through 1212, relating to capital gains and losses. If the gains 
to which section 1231 applies do not exceed the losses to which the 
section applies, the gains and losses are treated as ordinary gains and 
losses. Therefore, in the latter case, a loss from the involuntary con- 
version of a capital asset held for more than 6 months is treated as 
an ordinary loss and is not subject to the limitation on capital losses 
in section 1211. The phrase “involuntary conversion” is defined in 
paragraph (e) of this section. 

(c) Transactions to which section applies » — Section 1231 applies 
to recognized gains and losses from, the following : 

(1) The sale, exchange, or involuntary conversion of property 
held for more than 6 months and used in the taxpayer’s trade or 
business, which is either real property or is of a character subject 
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to the allowance for depreciation under section 167 (even ^ 
fully depreciated) , and which is not — ^ ^ 1 ^^1 

(i) Property of a kind which would properly be inclix<i ^ 
the inventory of the taxpayer if on hand at the close of 
able year, or property held by the taxpayer primarily 

to customers in the ordinary course of business ; ^ 

(ii) A copyright, a literary, musical, or artistic comp<^*~^ 
or similar property, held by a taxpayer described in secti<^^ 

(3) ; or \ 

(iii) Livestock held for draft, breeding, or dairy pi^^4 tlli^ 

except to the extent included under subparagraph (4) ^ 
paragraph, or poultry. ^ 

(2) The involuntary conversion of capital assets held fo^-' 

than 6 months. ^ ^ to 

(3) The cutting or disposal of timber, or the disposal of Of 

the extent considered arising from a sale or exchange by rexx^ 

the provisions of section 631 and the regulations thereunder- 

(4) The sale, exchange, or involuntary conversion of livest'^ 

the requirements of § 1.1231-2 are met. ^ ^ ^<1 

(6) The sale, exchange, or involuntary conversion of . 

crops on land 'which is (i) used in the taxpayer’s trade or 
and held for more than 6 months, and (ii) sold or exchanged 
same time and to the same person. See paragraph (f ) ox ^ 

section. ^ . 1e or* 

For purposes of section 1231, the phrase “property used in the 
business” means property described in this paragraph (othex* t. < i 
property described in subparagraph (2) of this paragraph). * ^ 

(d) Extent to loMch gains and losses are token into account 
gains and losses to which section 1231 applies must be ^ 

account in determining whether and to what extent the gains 
the losses. For the purpose of this computation, the provisioiiB ox 
section 1211 limiting the deduction of capital losses do not apply ? apci 
no losses are excluded by that section. With that exception,, 
are included in the computations under section 1231 only to the €3xtx3nt 
that they are taken into account in computing gross income, and losses 
are included only to the extent that they are taken into accoxxiit mi 
computing taxable income. The following are examples of gaixxs iiiicl 
losses not included in the computations under section 1231 : 

(1) Losses of a personal nature which are not deductible by x^eiisoii 
of section 165 (c) or (d) , such as losses from the sale of property lielcl 
for personal use; 

(2) Losses which are not deductible under section 267 (relating;: to 
losses with respect to transactions between related taxpayers) ox' sec- 
tion 1091 (relating to losses from wash sales) ; 

(3) Gain on the sale of property (to which section 1231 lilies) 
reported for any taxable year on the installment method under sc^eti oti 
453, except to the extent the gain is to be reported under section 453 
for the taxable year ; and 

(4) Gains and losses which are not recognized under section 1 003-. 
such as those to which sections 1031 through 1036, relating to comm 
nontaxable exchanges, apply. 

(e) Involuntary conversion. — ^For purposes of section 1231^ 

§ 1.1231-1 (d) 



449 


t Grins coiiipiilsory or involuntary conversion'’ and ^dnvoluntarv con- 
version of property mean the conversion of property into money or 
other property as a result of complete or partial destruction, theft or 
seizure^ or an exercise of the power of requisition or condemnation, or 
the threat or imminence thereof. ^ Losses upon the complete or partial 
clestriiction, theft, seizure, requisition or condemnation of property 
are treated as losses upon an involuntary conversion whether or not 
there is a conyersion of the property into other property or money, 
h or example, if a capital asset held for more than 6 months, with an 
adjusted basis of $400, is stolen, and the loss is not compensated for 
by insurance or othemvise, section 1231 applies to the $400 loss. 

(f) Unharvested crops , — Section 1231 does not apply to a sale, 
exchange, or involuntary conversion of an unharvested crop if the 
taxpayer retains any right or option to reacquire the land the crop 
is on, directly or indirectly (other than a right customarily incident 
to a mortgage or other security transaction). The length of time 
for which the crop, as distinguished from the land, is held is im- 
material. A leasehold or estate for years is not ^dand” for the purpose 
of section 1231. 

(g) Examples , — The provisions of this section may be illustrated 
b}^ the following examples : 

Example {!), A, an individual, makes his income tax return on 
the calendar year basis. A’s recognized gains and losses for 1957 
of the kind described in section 1231 are as follows : 


Gains 

1. Gain on sale of machmery, used in the business and subject 

to an allowance for depreciation, held for more than 6 
months $4,000 

2. Gain reported in 1957 (under sec. 453) on installment sale 

in 1056 of factory premises used in the business (includ- 
ing building and land, each held for more than 6 months) 6,000 

3. Gain reported in 1957 (under sec. 453) on installment sale 

in 1957 of land held for more than G months, used in the 
business as a storage lot for trucks 2,000 

4. Gain on proceeds from requisition by Government of boat, 

held for more than 6 months, used in the business and 
subject to an allowance for depreciation 500 

5. Loss upon the destruction by fire of warehouse, held for 

more than 6 months and used in the business (excess of 
adjusted basis of warehouse over compensation by insur- 
ance, etc.) 

6. Loss upon theft of unregistered bearer bonds, held for more 

than 6 months - • • • 

7. Loss in storm of pleasure yacht, purchased in 19o0 for 

.$1,800 and having a fair market value of $1,000 at the 
time of the storm 


Losses 


$3,000 

5,000 

1,000 


8. Total gains 

0. Total losses 

10. Kxcess of gains over losses 


$12,500 

$9,000 

3,500 


Since the aggregate of the recognized gains ($12,500) exceeds the 
aggregate ol: the recognized losses ($9,000) , such gams and losses 
are treated under section 1231 as gains and losses trorn the sale or 
exchange of capital assets held for more than six monuis. 

Example (2) . If in example (1) A also had a loss of $4,000 from 
the sale under threat of condemnation of a capital asset acquired for 
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profit and held for more than six months, then the gains ($12,500) 
would not exceed the losses ($9,000 plus $4,000, or $13,000) Neither 
the loss on that sale nor any of the other items set forth in example 
(1) would then be treated as gains and losses from the sale or ex- 
change of capital assets, but all of such items would be treated as 
ordinary gains and losses. Likewise, if A had no other gain or 
loss, the $4,000 loss would be treated as an ordinary loss. 

Exa/mple {S ) . A’s yacht, used for pleasure and acquired for that 
use in 1945 at a cost of $25,000, was requisitioned by the Government 
in 1957 for $15,000. A sustained no loss deductible under section 
165(c) and since no loss with respect to the requisition is recog- 
nizable, the loss will not be included in the computations under 
section 1231. 


§ 1.1231-2 Livestock Held foe Draft, Breedhstg, or Dairy Pxtr- 
POSES. — -(a) Section 1231 applies to the sale, exchange, or involuntary 
conversion of livestock, regardless of age, held by the taxpayer for 
draft, breeding, or dairy purposes, and held by him for 12 months or 
more from the date of acquisition. For the purposes of section 1231, 
the term ‘livestock” is given a broad, rather than a narrow, interpre- 
tation and includes cattle, hogs, horses, mules, donkeys, sheep, goats, 
fur-bearing animals, and other mammals. However, it does not in- 
clude poultry, chickens, turkeys, pigeons, geese, other birds, fish, 
frogs, reptiles, etc. 

(b)^ Wliether or not livestock is held by the taxpayer for draft, 
breeding, or dairy purposes depends upon all of the facts and circuin- 
stances in each case. The purpose for which the animal is held is 
ordinarily shown by the taxpayer’s actual use of the animal. How- 
ever, a draft, breeding, or dairy purpose may be present if an animal 
is disposed of within a reasonable time after its intended use for sucli 
purpose is prevented or made undesirable by reason of accident, dis- 
ease, drought, unfitness of the animal for such purpose, or a similar* 
factual circumstance. Under certain circumstances, an animal hel< l 
for ultimate sale to customers in the ordinary course of the taxpayer's 
trade or business may be considered as held for draft, breeding, oi* 
dai^ purposes. However, an animal is not held by the taxpayer for 
draft, breeding, or dairy purposes merely because it is suitable foi* 
such purposes or merely because it is held by the taxpayer for sale to 
other persons for use by them for such purposes. Furthermore, an 
held by the taxpayer for other purposes is not considered as 
held for draft, breeding, or dairy purposes merely because of a negl i - 
gible use of the animal for such purposes or merely because of tlii^ 
use of the animal for such purposes as an ordinary or necessary inci- 
dent to the other purposes for which the animal is held, 

These principles may be illustrated by the following examples : 

Example {!). An animal intended by the taxpayer for use by 
him for breeding purposes is discovered to be sterile or unfit for tlie 
breeding purposes for which it was held, and is disposed of within 
a reasonable time thereafter. This animal is considered as held f or 
breeding purposes. 

_ Example (^) . The taxpayer retires from the breeding or daii'y 
business and sells his entire herd, including young animals wliicli 
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would liaye been used by him for breeding or dairy purposes if he 
had remained in business. These young animals are considered as 
held for breeding or dairy purposes. The same vould be true with 
respect to young animals which would have been used by the tax- 
payer for breeding or dairy purposes but which are sold by him in 
reduction of his breeding or dairy herd because of, for example, 
drought. 

Example (3 ) . A taxpayer in the business of raising hogs for 
slaughter customarily bi-eeds sows to obtain a single litter to be 
raised by him for sale, and sells these brood sows after obtainina' 
the litter. Even though these brood sows are held for ultimate sale 
to customers in the ordinary course of the taxpayers trade or busi- 
ness, they are considered as held for breeding purposes. 

Example {If). A taxpayer in the business of raising horses for 
sale to others for use by them as draft horses uses them for draft 
purposes on his own farm in order to train them. This use is an 
ordinary or necessary incident to the purpose of selling the animals, 
and, accordingly, these horses are not considered as held for draft 


purposes. . . . ... 

Example (5 ) . The taxpayer is in the business of raising reg- 
i stered cattle for sale to others for use by them as breeding cattle. It 
is the business practice of this particular taxpayer to breed the 
offspring of his herd which he is holding for sale to othei-s prior to 
sale in order to establish their fitness for sale as registered breeding 
cattle. In such case, the taxpayer’s breeding of such offspring is 
an ordinary and necessary incident to his holding them tor the 
purpose of selling them as bred heifers or proven bulls and does not 
demonstrate that the taxpayer is holding them for breeding pur- 
poses. However, these cattle held b'y the taxpayer as additions or 
replacements to his own breeding herd to produce calves are con- 
sidered to be held for breeding purposes, even though they may 

not actually have produced caWes. .... c -u • 

Example {6). A taxpayer, engaged in the business of buying 

cattle and fattening them for slaughter, purchased cows 

The calves were born while the cow^s were held by the taxpajei. 

These cows are not considered as held for breeding purposes. 


§ 1.1232 StxVTXJTORT Provisions ; Bonds and Other Evidences of 

InD‘K,BTEDNESS. 

SI^C 1232. BONDS AND OTHER EVIDENCES OF INDEBTEDNESS. 

amounts received In i=< 5 ,ipa before January 1, 1955, this 

or other evidences ot gg issued with interest coupons or in 

?™e?ed fm-S those in such form on March 1. 1954) . 
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6 montiis, any gain realized which does not exceed an amount which 
bears the same ratio to the original issue discount (as defined in 
subsection (b) ) as the number of complete months that the bond or 
other evidences of indebtedness was held by the taxpayer bears to 
the number of complete months from the date of original issue to 
the date of maturity, shall be considered as gain from the sale or 
exchange of property Avhich is not a capital asset. Gain in excess 
of such amount shall be considered gain from the sale or exchange 
of a capital asset held more than 6 months. 

(B) Exceptions. — This paragraph shall not apply to — 

(i) obligations the interest on which is not includible in gross 
income under section 103 (relating to certain governmental obli- 
gations), or 

<ii) any holder who has purchased the bond or other evidence 
of indebtedness at a premium. 

(C) Election as to inclusion. — In the case of obligations with 
respect to which the taxpayer has made an election provided by sec- 
tion 454(a) and (c) (relating to accounting rules for certain obliga- 
tions issued at a discount), this section shall not require the inclusion 
of any amount previously includible in gross income. 

(b) Definitions. — 

(1) Oeiginal issue discount. — For purposes of subsection (a), the 
term “original issue discount” means the difference between the issue 
price and the stated redemption price at maturity. If the original issue 
discount is less than one-fourth of 1 percent of the redemption price at 
maturity multiplied by the number of complete years to maturity, then 
the issue discount shall be considered to be zero. For purposes of this 
paragraph, the term “stated redemption price at maturity” means the 
amount fixed by the last modification of the purchase agreement and 
includes dividends payable at that time. 

(2) Issue peice. — In the case of issues of bonds or other evidences 
of indebtedness registered with the Securities and Exchange Commis- 
sion, the term “issue price” means the initial offering price to the public 
(excluding bond houses and brokers) at which price a substantial 
amount of such bonds or other evidences of indebtedness were sold. In 
the case of privately placed issues of bonds or other evidence of in- 
debtedness, the issue price of each such bond or other evidence of 
indebtedness is the price paid by the first buyer of such bond. For pur- 
poses of this paragraph, the terms “initial offering price” and “price 
paid by the first buyer” include the aggregate payments made by the 
purchaser under the purchase agreement, including modifications thereof. 

(3) Issue date. — In the case of issues of bonds or other evidences 
of indebtedness registered with the Securities and Exchange Commission, 
the term “date of original issue” means the date on which the issue was 
first sold to the public at the issue price. In the case of privately placed 
issues of bonds or other evidences of indebtedness, the term “date of 
original issue” means the date on which each such bond or other evidence 
of indebtedness was sold by the issuer. 

(c) Bond With Excess Numbee oe Coupons DetacheD'. — If — 

(1) a bond or other evidence of indebtedness issued at any time with 
interest coupons is pnrchased after the date of enactment of this title, 
and 

(2) the purchaser does not receive all the coupons which first become 
payable more than 12 months after the date of the purchase, then the 
gain on the sale or other disposition of such evidence of indebtedness by 
such purchaser shall be considered as gain from the sale or exchange 
of property which is not a capital asset to the extent that the market 
value (determined as of the time of the purchase) of the evidence of 
indebtedness with coupons attached exceeds the purchase price. If this 
subsection and subsection (a) (2) (A) apply with respect to gain realized 
on the retirement of any bond, then subsection (a) (2) (A) shall apply 
with respect to that part of the gain to which this subsection does not 
apply. 

(cl) Cross Reference. — ^For special treatment of face-amount certificates 
on retirement, see section 72. 
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§ 1.1232—1 Bonds and Other Evidences of Indebtedness: Scope 
OF Section. — (a) In general. — Section 1232 applies to anv bond, de- 
benture, note, or certiiicate or other evidence of indebtedness t referred 
to in this section and §§ 1.1232-2 through 1.1232-1 as an obligation) 
(1) which is a capital asset in the hands of the taxpayer, and ( 2 j oTliieii 
is issued by any corporation, or by any goverimieiit or political sub- 
division thereof. In general, section ^232 (a) (1) provides that the 
retirement of an obligation, other than certain obligations issued be- 
fore J annary 1, 1955, is considered to be an exchange and, therefore, 
is usually subject to capital gain or loss treatment: and section 
122)2 (a) (2) provides that in the case of a gain realized on the sale 
or exchange of certain obligations issued at a discount after DecenvDer 
31., 1951, a portion of the gain constitutes ordinary income. Section 
1232 (c) treats as ordinary income a portion of any gain realized upon 
the disposition of coupon obligations -which were acquired without 
a.n coupons maturing more than 12 months after purchase attached. 

(b) Reguirement that ohligatiom ie co/pital assets . — In order for 
section 1232 to be applicable, Vn obligation must be a capital asset in 
the hands of the taxpayer. See section 1221 and the regulations there- 
riiider. Obligations held by a dealer in securities (except as providect 
in section 1236) or obligations arising from the sale of inventory or 
i)ersonal services by the holder are not capital assets. 

(c) Face-amount certifLcates.—Tlh.^ taxability of amounts received 
under '■‘face-amount certificates”, as defined in sections 2(a) (15) and 
1 of the Investment Company Act of 1910 (15 TJ. S. C. 80a-2 and 
8()a~l) which are issued after December 31, 1951, is governed by sec- 
tion 72, rather than section 1232, and is, therefore, subject to the limit 
on tax provided by section 72(e) (3). bee section ^i^(l)* 

S 1.1232-2 Ketikement. — Section 1232(a) (1) provides that any 
amount received by the holder upon the retirement of an obligation 
.shall be considered as an amount received in exchange theretoi. How- 
ever section 1232(a) (1) does not apply to obligations issued befoie 
Suiary h 1955, bhich were not issued with interest coupons or in 
reo-istered form, or which were not in registered form on ilarth 1, 
1951. With respect to certain obligations held by a bank, see section 

582(c). 

S 1 1932-3 Gain Upon Sale or Exchange of Obligations IssimD 
A A Discount A™ Decekber 31, 1954-(a) General 
1 0‘>,o ( ‘ 1,1 ( 2 ) ( A) provides that gain realized upon the sale or exchange 

a discount ah^ December 1 ^ 

the taxnaver for more than six months, shall be consicleiea oiaimi 
incohe to the extent of the “original fue discount ^c^rejl^iid 

balance of the gain shall be (b) of t 

original issue discount” is defined in paragiaph b)^^^^^^^^^^ 


[his 


term “origins 
section. 


ginai issue cuscouin xa 

section. The computation of the section Wliether 

recovered is illustrated in ° Vreal^^^^^^ the sale 

gain representing original, issue d ®count and reaii^^^^^ 

or exchange of obligations issued ^ ^ J^ned without refer- 

is capital gain or ordinary income shall be deteii 

ence to section 1232. ^ . . 7 • Aisrmmf For purposes of 

(b) *»»»*■ 
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section 1232, the term ^^original issue discount’’ means the difference 
between the issue price and the stated redemption price at maturity. 
The stated redemption price is determined without regard to optional 
call dates. If the original issue discount is less than one-fourth of one 
percent of the stated redemption price at maturity, multiplied by the 
number of full years from the date of original issue to maturity, then 
the discount shall be considered to be zero. For example, a 10-year 
bond with a stated redemption price at maturity of $100 issued at 
$98 would be regarded as having an original issue discount of zero. 
Thus,^ any gain realized by the holder would be a long-term capital 
gain if the bond was a capital asset in the hands of the holder and 
held by him for more than six months. However, if the bond wei’C 
issued at $97,50 or less, the original issue discount would not be con- 
sidered zero. The term “stated redemption price at maturity” means 
the amount fixed by the last modification of the purchase agreement, 
including dividends payable at that time. Thus, in the case of face- 
amount certificates, the redemption price at maturity is the price as 
modified through changes such as extensions of the purchase agreement 
and includes any dividends which are payable at maturity. 

(2) Issue pnce—Tht term “issue price” in the case of obligations 
registered with the Securities and Exchange Commission means the 
initial offering price to the public at which price a substantial amount 
of such obligations were sold. For this purpose, the term “the public’ 
does not include bond houses and brokers, or similar persons or organ- 
izations acting in the capacity of underwriters or wholesalers. Ordi- 
narily, the issue price will be the first price at which the obligations 
were sold to the public, and the issue price will not change if, due to 
market developments, part of the issue must be sold at a diff erent price. 
Wlien obligations are privately placed, the issue price of each obliga- 
tion is the price paid by the first buyer of the particular obligation, 
irrespective of the issue price of the remainder of the issue. The term s 
“initial offering price” and “price paid by the first buyer” include tlie 

payments made by the purchaser under the purchase agree- 
ment, including modifications thereof. Thus, all amounts paid by tlie 
purchaser under the purchase agreement or a modification of it am 
included in the issue price, such as amounts paid upon face-amount 
certificates or installment trust certificates in which the purcliasen 
contracts to make a series of payments which will be returnable witli 
an increment at a later date. 

(3) Date of origmal issue , — ^In the case of issues of obligations 
which are registered with the Securities and Exchange Commission . 
the term “date of original issue” ineans the date on which the issue 
was first sold to the public at the issue price. In the case of issues 
which are privately placed, the term “date of original issue” means tlie 
date on which each obligation was sold to the original purchaser. 

(c) Computation of amount of original discount recovered , — Tlie 
aniount of tlie original issue discount considered to be recovered by tlie 
holder is computed by multiplying the origmal issue discount hy 
traction, the numerator of which is the number of full months tlie 
obligation was held by the holder and the denominator of which is tlie 
number of Ml months from the date of original issue to the date 
speciiied as the redemption date at maturity. (See paragraph (b) ( 3 ) 

§ 1.1232-3 (b)(2) 
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of this section for definition of ‘‘date of original issue”.) The period 
that the obligation was held by the taxpayer shall include any period 
that it was held by another person if, under chapter 1 of the Internal 
lieveniie Code of 1954, for the purpose of determining gain or loss 
from a sale or exchange, the bond has the same basis, in whole or in 
part, in the hands of the taxpayer as it would have in the hands of 
such other person. This computation is illustrated by the following 


examples : 

Example {1). An individual purchases a lO-year, 3-percent cou> 
pon bond for $900 on original issue on February 1, 1955, and sells it 
on February 20, 1960, for $940. The redemption price is $1,000. The 
bond has been held by the taxjDayer for 60 full months. (The addi- 
tional days amounting to less than a full month are not taken into 
account.) The number of complete months from date of issue to 
date of maturity is 120 (10 years). The fraction 60/120 multiplied 
by the discount of $100 is equal to $50, which represents the propor- 
tionate part of the original issue discount attributable to the period 
of ownership by the taxj)ayer. Accordingly, any part of the gain 
up) to $50 will be treated as ordinary income. Therefore, in this case 
the entire gain of $40 is treated as ordinary income. 

Example {%) . Assume the same facts in the preceding example, 
except that the selling price of the bond is $970. In this case $50 of 
the gain of $70 is treated as ordinary income and the balance of 
$20 is treated as long-term capital gain. ^ 

Example (3 ) . Assume the same facts as in example (1) . except 
that the selling price of the bond is $800. In this case, the individual 
has a long-term capital loss of $100. ^ 

Example U) , Assume the same facts as in example (1) . except 
that the bond is purchased by the second holder February 1, ^60, 
for $800. The second holder keeps it to the maturity date (r eb- 
ruarv 1, 1965) when it is redeemed for $1,000. Since that holder has 
held the bond for 60 full months, he will, upon redemption, have 
$50 in ordinary income and $150 in long-term 
(d) Exceptions to the general ^wZe.--Section 1232(a) (2) (B) 
vides that section 1232(a) (2) (A) does not apply (1) ^ 
the interest on which is excluded fi;pni gross income undex section 
{]*elatin<^ to ceidain government obligations), or (2) to an> hoiaer 
wlio puixhased an obligation at a premium. For purposes of section 
1232 and this section, “premium” means a purchase price which excee^ 

the stated redemption price of an „„ obli<^a- 

cluiDter 1 of the Internal Eevenue Code of 1954, the basis oi an obi 

Mo&.e Imnds oj the holder is tie s.m., in 3»1« » g', 

purposes of determining gam or loss from a 

Ividiq of the oblio-ation in the hands of another person Mlio pumiasea 

purcliased the obligation at a premium. Tlms/he donee o^ an obli^^^ 
tion purchased at a premium by the donor wiU be considered a noiaer 

stetld interfaS^^^^^ again includible in his gross income under sec- 
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receipts in gross income by a cash 

under section 454 fa) or rc^frllff* election 

obligations issued at a disLnmi rules for certain 

der section 1232. In the m gross income un- 

section 1232, an amoiiitcons?derodffh“ 

amount considered longterm income and a further 

paragraph applies is firltSiSiff”^’ amount to which this 
income. For examSfon Jain^ amount considered ordinary 
"'f^h.ich is redeem ‘iblp -Pat* ^ ^ 1955^ A. purcliases a lO-year bond 

The purchSr^S fcr ,Lte stated hteS 

The stated redemption price at matnrlfe u 
to treat the annual inc?Sse 7 A elects 

income pursuant to Sn iStS ^^^““P^ion price of the bond as 
bond for $90. The tSi state^/A; 1’ 1^60, A sells the 

bond which A has reportS*nunn^n redemption price of the 

1955 through 1959 is $7 ""I tii® taxable years 

$26 attribuUle to this periid^if^ disco^L of 

u inis period is $12.50, computed as follows : 

60 (mo nths bond is held hv A) 

months frraTl^ original issue to ^ (original issue discount) 
reaemption date) 

income, is oAt agalnsui^'^ount into 

(f) 

held by a taxpayer^whlcrwTs^i^uerf ’ t the case of any obligation 
December Slf 1954, thrtaxDaversllin^ discount after 

and issue date upon or with eneli on!li^ ^ f®®®^’)^ ®f the issue price 

sonably ascertainable by known to or rea- 

tions first sold to the pSlio rt,rn.,In® *^® ®ase ,of obliga- 

underwriter or wholesaler) shafil!^ an underwriter or wholesaler, the 

upon eyery obligation s ®^^t® 

publication of the re<^ulatW an original issue discount after 
Register. regulations under section 1232 in the Federal 

tion 123*2 (c) pr^^fidT^SaUf^^lf C oupons Detached.— S ec- 
that the fair market yalue of thf®m^® 

time of the purchase) with the 

price. If both the iecedincr ^‘tached exceeds the purchase 

apply with respect to the gain ®®®tion 1232 (i) (2(A) 

disposition of an obligation^tbon on the retirement or other 
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coupons detached. Three years later, A sells the bond for $92. The 
first $10 of the $12 profit is taxable as ordinary income. The remain- 
ing $2 gain is taxable either as ordinary income or as long-term 
capital gain, depending upon the application of section 1232(a)(2) 
(A) . Pursuant to section 7851(a) (1) (C), the regulations prescribed 
in this section shall also apply to taxable years beginning before 
January 1, 1954, and ending after December 31, 1953, although such 
years as subject to the Internal Eevenue Code of 1939. 

§ 1.1234: Statutory Pnovisioisrs ; Optioists to Buy or Sell. 

SEC. 1234. OPTIONS TO BUY OR SEBL. 

Gain or loss attributable to the sale or exchange of, or loss on failure 
to exercise, a privilege or option to buy or sell property which in the hands 
of the taxpayer constitutes (or if acguired would constitute! a capital 
asset shall be considered gain or loss from the sale or exchange of a capital 
asset; and, if the loss is attributable to failure to exercise such privilege 
or option, the privilege or option shall be deemed to have been sold or 
exchanged on the day it expired. This section shall not apply to losses 
on failure to exercise options described in section 1233(c). 

§ 1.1234-1 Options to Buy or Sell. — (a) Sale or exchange. — (1) 
Capital assets. — Gain or loss from the sale or exchange of an option 
(or privilege) to buy or sell property which is (or if acquired would 
be) a capital asset in the hands of the taxpayer holding the option is 
considered as gain or loss from the sale or exchange of a capital asset 
(unless, under the provisions of subparagraph (2) of this paragraph, 
the gain or loss is subject to the provisions of section 1231), The 
period for which the taxpayer has held the option determines whether 
the capital gain or loss is short-term or long-term. 

(2) Section 1S31 transactions. — Gain or loss from the sale or ex- 
change of an option to buy or sell property is considered a gain or loss 
subject to the provisions of section 1231 if, had the sale or exchange 
been of the property subject to the option, held by the taxpayer for the 
length of time he held the option, the sale or exchange would have 
been subject to the provisions of section 1231. 

(3) Other property. — Gain or loss from the sale or exchange of an 
option to buy or sell property which is not (or if acquired would not 
be) a capital asset in the hands of the taxpayer holding the option 
is considered ordinary income or loss (unless under the provisions of 
subparagraph (2) of this paragraph the gain or loss is subject to the 
provisions of section 1231). 

(b) Failure to exercise option. — ^If the holder of an option to buy 
or sell property incurs a loss on failure to exercise the option, the op- 
tion is deemed to have been sold or exchanged upon the date that it 
expired. Any such loss to the holder of an option is treated under 
the general rule provided in paragraph (a) of this section. Any gain 
to the grantor of an option arising from the failure of the holder to 
exercise it is ordinary income, 

(c) Certain options to sell property a;t a fixed price. — Section 1234 
does not apply to a loss on the failure to exercise an option to sell 
property at a fixed price which is acquired on the same day on which 
the property identified as intended to be used in exercising the option 
is acquired. Such a loss is not recognized, but the cost of the option 
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is added to the basis of the property with which it is identified. See 
section 1233(c) and the regulations thereunder. 

(d) Dealers in options to buy or sell, — Any gain or loss realized by 
a dealer in options from the sale or exchange of an option to buy or 
sell property is considered ordinary income or loss under paragraph 
(a) (3) of this section. A dealer in options to buy or sell property is 
considered a dealer in the property subject to the option. 

(e) other exceptions, — Section 1234 does not apply to gain result- 
ing from the sale or exchange of an option^ — 

(1) To the extent that the gain is in the nature of compensation 

(see sections 61 and 421, and the regulations thereunder, relating to 
employee stock options) ; . 

(2) "if the option is treated as section 306 stock (see section 306 and 
the regulations thereunder, relating to dispositions of ceid:ain stock) ; 
or 

(3) To the extent that the gain is a distribution of earnings or 
profits taxable as a dividend (see section 301 and the regulations there- 
under, relating to distributions of property) . 

(f) Limitations on ejfect of section, — Losses to which section 1234 
apj)lies are subject to the limitations on losses under sections 165 (c) 
and 1211 when applicable. Section 1234 does not permit the deduc- 
tion of any loss which is disallowed under any other provision of law. 
In addition, section 1234 does not apply to an option to lease property, 
but does apply to an option to buy or sell a lease. Thus, an option 
to obtain all the right, title, and interest of a lessee in leased property 
is subject to the provisions of section 1234, but an option to obtain a 
sublease from the lessee is not. Furthermore, if section 1234 applies 
to an option to buy or sell a lease, it is the character the lease itself, 
if acquired, would have in the hands of the taxpayer, and not the 
character of the property leased, which determines the treatment of 
gain or loss experienced by the taxpayer with respect to such an option. 

(g) Examples, — The rules set forth in this section may 1)6 illus- 
trated by the following examples : 

E xample {!), A taxpayer is considering buying a new house for 
his residence and acquires an option to buy a certain house at a fixed 
price. Although the property goes up in value, the taxpayer decides 
he does not want the house for his residence and sells the option for 
more than he paid for it. The gain which taxpayer realized is a 
capital gam since the property, if acquired, would have been a capital 
asset in his hands. 


Example {2), Assume the same facts as in example (1) , except 
that the property goes down in value, and the taxpaver decides not 
to purchase the house. He sells the option at a loss." While this is 
a capital loss under section 1234, it is not a deductible loss because 
of the provisions of section 165(c). 

Exmnjyle {S ) . ^ A dealer in industrial property acquires an option 
to buy an industrial site and fails to exercise the option. The loss is 
an ordinary loss since he would have held the property for sale to 

SqSred it^ coui-se of Ms trade or business if he had 
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§ 1.1235 Statutory Provisions; Sale or Exchange of Patents. 
SEC. 1235. SALE OR EXCHANGE OF PATENTS. 

(a) General. — A transfer (other than by gift, inheritance, or devise) 
of property consisting of all substantial rights to a patent, or an undivided 
interest therein which includes a part of all such rights, by any holder 
shall be considered the sale or exchange of a capital asset held for more 
than 6 months, regardless of whether or not payments in consideration 
of such transfer are — 

(1) payable periodically over a period generally coterminous with 
the transferee’s use of the patent, or 

(2) contingent on the productivity, use, or disposition of the property 
transferred. 

(b) “Holder” Defined. — For purposes of this section, the term “holder” 
means — 

(1) any individual whose eiforts created such property, or 

(2) any other individual who has acquired his interest in such prop- 
erty in exchange for consideration in money or money’s worth paid to 
such creator prior to actual reduction to practice of the invention covered 
by the patent, if such individual is neither — 

(A) the employer of such creator, nor 

(B ) related to such creator (within the meaning of subsection (d) ) . 

(c) Effective Date. — This section shall be applicable with regard to 
any amounts received, or payments made, pursuant to a transfer described 
in subsection (a) in any taxable year to which this subtitle applies, regard- 
less of the taxable year in which such transfer occurred. 

(d) Related Persons. — Subsection (a) shall not apply to any sale or 
exchange between an individual and any other related person (as defined 
in section 267 (b)), except brothers and sisters, whether by the whole or 
half blood. 

(e) Cross Reference. — For special rule relating to nonresident aliens, 
see section 871 (a). 

§ 1.1235-1 Sale or Exchange of PxITEnts. — (a,) General rule — 
Section 1235 provides that a transfer (other than by gift, inheri- 
tance, or devise) of all substantial rights to a patent, or of an un- 
divided interest in all such rights to a patent, by a holder to a person 
other than a related person constitutes the sale or exchange of a 
capital asset held for more than six months, whether or not payments 
therefor are — 

(1) Payable periodically over a period generally coterminous with 
the transferee’s use of the patent, or ^ 

(2) Contingent on the productivity, use, or disposition of the 
property transferred. 

(b) Scope of section 1^35, — If a transfer is not one described in 
paragraph (a) of this section, section 1235 shall be disregarded in 
determining whether or not such transfer is the sale or exchange of a 
capital asset. For example, a transfer by a person other than a holder 
or a transfer by a holder to a related person is not governed by section 
1235. The tax consequences of such transfers shall be determined 
Linder other provisions of the internal revenue laws. 

(c) Special rules. — (1) Payments for infringement. — If section 
1235 applies to the transfer of all subkantial rights to a patent (or 
an iiiidivided interest therein), amounts received in settlement of, or 
as the award of damages in, a suit for compensatory damages for in- 
fringement of the patent shall be considered payments attributable 
to a transfer to which section 1235 applies to the extent that such 
amounts relate to the interest transferred. See section 1304 and the 
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regulations tliereunder for treatment of compensatory damages for 
patent infringement. 

(2) Payments to an employee . — Payments received by an employee 
as coinpensation for services rendered as an employee under an em- 
ployment contract requiring the employee to transfer to the employer 
the rights to any invention by such employee are not attributable to 
a transfer to which section 1235 applies. Plowever, whether pay- 
ments received by an employee from his employer (under an employ- 
ment contract or otherwise) are attributable to the transfer by the 
employee of all substantial rights to a patent (or an undivided in- 
terest therein) or are compensation for services rendered the em- 
ployer by the employee is a question of fact. In determining whidi 
is the case, consideration shall be given not only to all the facts and 
circumstances of the employment relationship but also to whether 
the amount of such payments depends upon the production, sale, or 
use by, or the value to, the employer of the patent rights transferred 
by the einiDloyee. If it is determined that payments are attributable 
to the transfer of patent rights, and all other requirements under 
section 1235 are met, such payments shall be treated as proceeds de- 
rived from the sale of a patent. 

(3) Successive^ transfers . — The applicability of section 1235 to 
transfers of undivided interest in patents, or to successive transfers 
of such rights, shall be determined separately with respect to each 
transfer. For example, X, who is a holder, and Y, who is not a 
holder, transfer their respective % and % undivided interests in a 
patent to Z. ^ Assume the transfer by X qualifies under section 1235 
and that X in a later transfer acquires all the rights with respect to 
Y’s interest, including the rights to payments from Z. One-third of 
all the payments thereafter received by X from Z are not attributable 
to a transfer to which section 1235 applies. 

(d) PayoPs treatment of payments in a transfer under section 
1285. Payments made by the transferee of patent rights pursuant to 
a transfer satisfying the requirements of section 1235 are payments 
of the purchase price for the patent rights and are not the payment of 
royalties. 

(^) Effective dode. ^Amounts received or accrued, and payments 
made or accrued, during any taxable year beginning after December 
ol,^ 19o3, and ending after August 16, 1954, pursuant to a transfer 
satisfying the requirements of section 1235, whether such transfer 
occurred in a taxable year to which the Internal Eevenue Code of 1954 
applies, or in a year prior thereto, are subject to the provisions of 
section 1235. -r 


(f ) IS onresident (diens.—^ox the special rule relating to nonresident 
aliens who have gains arising from a transfer to which section 1235 
applies, see section 871 and the regulations thereunder- For wuth- 
holding of tax from income of nonresident aliens, see section 1441 and 
the regulations thereunder. 


§ 1.1235—2 Definition' 
1235 and § 1.1235-1 — 


OF Terms. F or the purposes of section 


(a) Patent. ^ The term ^^patent” means a patent granted under the 
proTisioBs of title 35 of the United States Coke, or any foreign pitent 
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granting rights generally similar to those under a United States 
patent. It is not necessary that the patent or patent application for 
the invention be in existence if the requirements of section 1235 are 
otherwise met. 

(b) ^ All substantial rights to a patent. — (1) The term ^^all substan- 
tial rights to a patent” means all rights which are of value at the time 
the rights to the patent (or an undivided interest therein) are trans- 
ferred. The circumstances of the whole transaction, rather than 
the particular terminology used in the instrument of transfer, shall 
be considered in determining whether or not all substantial rights to 

patent are transferred in a transaction. A transfer limited in dura- 
ti on by the terms of the instrument to a period less than the remaining 
life of the patent is not a transfer of all substantial rights to a patent 

(2) Eights which are not considered substantial for purposes of 
section 1235 may be retained by the holder. Examples of such rights 
are: 

(i) ^ The retention by the transferor of legal title for the purpose of 
securing performance or payment by the transferee in a transaction 
involving transfer of an exclusive license to manufacture, use, and 
sell for the life of the patent ; 

(ii) The retention by the transferor of rights in the property 
wdiich are not inconsistent with the passage of ownership, such as the 
retention of a security interest (such as a vendor’s lien) , or a reserva- 
tion in the nature of a condition subsequent (such as a provision for 
forfeiture on account of noni)erformance) . 

(3) Examples of rights which may or may not be substantial, de- 
pending upon the circumstances of the whole transaction in which 
rights to a patent are transferred, are : 

(i) The retention by the transferor of an absolute right to prohibit 
sublicensing or subassignment by the transferee ; 

(ii) The failure to convey to the transferee the right to use or to 
sell the patent property. 

(4) The retention of a right to terminate the transfer at will is 
the retention of al substantial right for the purposes of section 1235. 

(c) Undivided interest, — A person owns an “undivided interest” in 
all substantial rights to a patent when he owns the same fractional 
share of each and every substantial right to the patent. It does not 
include, for example, a right to the income from a patent, or a license 
limited geographically, or a license which covers some, but not all, of 
the valuable claims or uses covered by the patent. A transfer limited 
in duration by the terms of the instrument to a period less than the 
remaining life of the patent is not a transfer of an undivided interest 
in all substantial rights to a patent. 

(d) Bolder.— {1) The term “holder” means any individual— 

(i) Whose efforts created the patent property and who would 
qualify as the “original and first” inventor, or joint inventor, within 
the meaning of title 35 of the United tates Code, or 

(ii) Who has acquired his interest in the patent property in ex- 
change for a consideration paid to the inventor in money or money s 
worth prior to the actual reduction of the invention to practice (see 
paragraph (e) of this section), provided that such individual was 
neither the employer of the inventor nor related to him (see paragraph 
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(f ) of tliis section) . The requirement that such individual is neither 
the employer of the inventor nor related to him must be satisfied at 
the time when the substantive rights as to the intei-est to be acquired 
are deteriiiiiied, and at the time when the consideration in money or 
monej^'S worth to be 'paid is definitely fixed. For example, if prior to 
the actual reduction to practice of an invention an individual who is 
neither the employer of the inventor nor related to him agrees to pay 
the inventor a sum of money definitely fixed as to amount in return 
for an undivided one-half interest in rights to a patent and at a later 
date, when such individual has become the employer of the inventor, 
he pa 3 "s the definitely fixed sum of money pursuant to the earlier agree- 
inent, such individual will not be denied the status of a holder because 
of such employment relationship. 

(2) Although a partnership cannot be a holder, each member of a 
partnership who is an individual may qualify as a holder as to his 
share of a patent owned by the partnership. For example, if an in- 
ventor who is a member of a partnership composed solely of indi- 
viduals uses partnership property in the development of his invention 
with the understanding that the patent when issued will become 
partnership property, each of the inventor’s partners during this 
period would qualify as a holder. If, in this example, the partnership 
were not composed solely of individuals, nevertheless, each of the 
indii’idual partners’ distributive shares of income attributable to the 
transfer of all substantial rights to the patent or an undivided in- 
terest thpein, would be considered proceeds from the sale or exchange 
of a capital asset held for more than six months. 

(3) individual may qualify as a holder wdiether or not he is in 
the business of making inventions or in the business of buying and 
selling patents. 

(e) Actual reduction to practice , — For the purposes of determining 
whether an individual is a holder under paragraph (d) of this section, 
the term “actual reduction to practice” has the same meaning as it does 
under section 102(g) of title 35 of the United States Code. Generally, 
an mvention is reduced to actual practice when it has been tested and 
operated successfully under operating conditions. This may occur 
either before or after application for a patent but cannot occur later 
than the earliest time that commercial exploitation of the invention 
occurs. 


(f) Related persons, (1) The term ^helated person” means one 
whose relationship to another person at the time of the transfer is 
described in section 267(b), except that the term does not include a 
brother or sister, whether of the whole or the half blood. Thus, if a 
holder traiisfeis all his substantial rights to a patent to his brother 
or sister, or both, such transfer is not to a related person. However, if 
a liolder tiaiisfeis all his substantial rights to. a patent to a corporation 
in which he owns more than 50 percent in value of the outstanding 
stoc^ he IS considered as transferring such rights to a related person 
for the purpose of section 1235. On the other hand, if a holder trans- 
_ers all liis substantial rights to a patent to a corporation in which 
he owns 50 percent or less in value of the outstanding stock and his 
brother owns the remaining stock, he is not considered as transferring 
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sxich rights to a related person since the brother relationship is to be 
disregarded for purposes of section 1235. 

^relationship described in section 267 (b) exists independ- 
ently of family status, the brother-sister exception, described in sub- 
paragraph (1) of this paragraph, does not apply. Thus, if a holder 
transfep all his substantial rights to a patent to the fiduciary of a 
trust of which the holder is the grantor, the holder and the fiduciary 
are related persons for purposes of section 1235(d). (See section 
267(b) (4:).) The transfer, therefore, would not qualify under sec- 
tion 1235(a) . This result obtains whether or not the fiduciary is the 
brother or sister of the holder since the disqualifying relationship ex- 
ists because of the grantor-fiduciary status and not because of family 
status. 

§ 1.1236 Statittort Provisions; Dealers in Securities, 

SEC. 1236. DEALERS IN SECURITIES. 

(a) Capital Gains. — Gain by a dealer in securities from the sale or 
exchange of any security shall in no event be considered as gain from the 
sale or exchange of a capital asset unless — 

(1) the security was, before the expiration of the 30th day after the 
date of its acquisition, clearly identified in the dealer’s records as a 
security held for investment or if acquired before October 20, 1951, was 
so identified before November 20, 1951 ; and 

(2) the security was not, at any time after the expiration of such 
30th day, held by such dealer primarily for sale to customers in the 
ordinary course of his trade or business. 

(b) Ordinary Losses. — Loss by a dealer in securities from the sale or 
exchange of any security shall, except as otherwise provided in section 
582(c), (relating to bond, etc., losses of banks), in no event be considered 
as loss from the sale or exchange of property which is not a capital asset 
if at any time after November 19, 1951, the security was clearly identified 
in the dealer’s records as a security held for investment. 

(c) Definition of Security. — For purposes of this section, the term 
“security” means any share of stock in any corporation, certificate of stock 
or interest in any corporation, note, bond, debenture, or evidence of in- 
debtedness, or any evidence of an interest in or right to subscribe to or 
purchase any of the foregoing. 

§ 1.1236-1 Dealers in Securities. — (a) Capital gains.— 
1236(a) provides that gain realized by a dealer in securities from 
the sale or exchange of a security (as defined in paragraph (c) of 
this section) shall not be considered as gain from the sale or exchange 
of a capital asset unless — 

(1) The security is, before the expiration of the thirtieth day 
after the date of its acquisition, clearly identified in the dealer’s 
records as a security held for investment or, if acquired before 
October 20, 1951, was so identified before November 20, 1951; and 

(2) The security is not held by the dealer primarily for sale to 

customers in the ordinary course of his trade or business at any 
time after the identification referred to in subparagraph (1) of this 
paragraph has been made. . . . i i 

Unless both of these requirements are met, the gam is considered as 
gain from the sale of assets held by the dealer primarily for sale to 
customers in the course of his business. . , , . 

(b) Ordinary losses— 1236 (b) provides that a loss sustained 
by a dealer in securities from the sale or exchange of a security shall 
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not be considered a loss from the sale or exchange of property which is 
not a capital asset if at any time after November 19, 1951, the security 
has been clearly identified in the dealer’s records as a security held 
for investment. Once a security has been identified after November 
19, 1951, as being held by the dealer for investment, it shall retain that 
character for purposes of determining loss on its ultimate disposition, 
even though at the time of its disposition the dealer holds it primarily 
for sale to his customers in the ordinary course of his business. How- 
ever, section 1236 has no application to the extent that section 582(c) 
applies to losses of banks. 

(c) Defimtiom, — (1) SecuHt?/.— For the purposes of this section, 
the term ‘"security” means any share of stock in any corporation, any 
certificate of stock or interest in any corporation, any note, bond, de- 
benture, or other evidence of indebtedness, or any evidence of any 
to subscribe to or purchase, any of the foregoing. 
(2) Dealer in securities . — For definition of a “dealer in securities”, 
see the regulations under section 471. 

^ (d) Identification of security in dealer"^ s records, — (1) A security 
is clearly identified in the dealer’s records as a security held for in- 
vestment when there is an accounting separation of the security from 
otlier securities, as by^ (i) making appropriate entries in the dealer’s 
Dooxs or account to distinguish the security from inventories and to 
designate it as an investment, and (ii) indicating with such entries, 
to the extent feasible, the individual serial number of, or other char- 
acteristic symbol imprinted upon, the individual security. 

u f ^ computing the 30-day period prescribed by section 1236 (a) , 
the period is the day following the date of acquisition. 
Idus, in the case of a security acquired on March 18, 1957, the 3()-day 
period expires at midni^t on April 17, 1957. ^ 

Statutory PRovisioisrs ; Real Property Subdivided for 

SEC. 1237. REAL PROPERTY SUBDIVIDED FOR SALE. 

in Ihl lot or parcel which is part of a tract of real nroDortv 

(mcluding only Tf 

uii«cu^ oi inaiiectiy holds real property for sale to in 

at the tiLe of sale the ordinary course of trade or business 

tronld have been covered bv this ^ previous time 

in which the sale occur? < 5 iich t^ taxable year 

property; and ’ taxpayer does not so hold any other real 

of the lot o™pareefsol(ul’Sad^^*the enhances the value 

by the taxpaVor is made nursnalt 

between the taxpaye? and the Wer ^ of sale entered Into 
an improvement shall be deemeyto' be^made^hv®+L®^ paragraph, 
improvement was made by— “ “ taxpayer If such 

partnership which included the taxpayefas a Srtne^ ^ 
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(B) a lessee, but only if the improvement constitutes income to 
the taxpayer ; or 

(C) Federal, State, or local government, or political subdivision 
thereof, but only if the improvement constitutes an addition to basis 
for the taxpayer ; and 

(3) such lot or parcel, except in the case of real property acquired 
by inheritance or devise, is held by the taxpayer for a period of 5 years. 

(b) Special Rules foe Application of Section. — 

(1) Gains. — If more than 5 lots or parcels contained in the same 
tract of real property are sold or exchanged, gain from any sale or 
exchange (which occurs in or after the taxable year in which the sixth 
lot or parcel is sold or exchanged) of any lot or parcel which comes 
within the provisions of paragraphs (1), (2) and (3) of subsection (a) 
of this section shall be deemed to be gain from the sale of property held 
primarily for sale to customers in the ordinary course of the trade or 
business to the extent of 5 percent of the selling price. 

(2) Expenditures of sale. — For the purpose of computing gain under 
paragraph (1) of this subsection, expenditures incurred in connection 
with the sale or exchange of any lot or parcel shall neither be allowed 
as a deduction in computing taxable income, nor treated as reducing 
the amount realized on such sale or exchange; but so much of such 
expenditures as does not exceed the portion of gain deemed under para- 
graph (1) of this subsection to be gain from the sale of property held 
primarily for sale to customers in the ordinary course of trade or busi- 
ness shall be so allowed as a deduction, and the remainder, if any, shall 
be treated as reducing the amount realized on such sale or exchange. 

(3) Ts^ecessaky improvement.— No improvement shall be deemed a 
substantial improvement for purposes of subsection (a) if the lot or 
parcel is held by the taxpayer for a period of 10 years and if — 

(A) such improvement is the building or installation of water, 
sewer, or drainage facilities or roads (if such improvement would 
except for this paragraph constitute a substantial improvement) ; 

(B) it is shown to the satisfaction of the Secretary or his delegate 
that the lot or parcel, the value of which was substantially enhanced 
by such improvement, would not have been marketable at the pre- 
vailing local price for similar building sites without such improve- 
ment ; and 

(O) the taxpayer elects, in accordance with regulations prescribed 
by the Secretary or his delegate, to make no adjustment to basis of 
the lot or parcel, or of any other property owned by the taxpayer, on 
account of the expenditures for such improvements. Such election 
shall not make any item deductible which would not otherwise be 
deductible. 

The requirements of subparagraphs (B) and (0) shall not apply in the 
case of property acquired through the foreclosure of a lien thereon which 
secured the payment of an indebtedness to the taxpayer or (in the case 
of a corporation) to a creditor who has transferred the foreclosure bid 
to the taxpayer in exchange for all of its stock and other consideration 
and in the case of property adjacent to such property if SO percent of 
the real property owned by the taxpayer is property described in the 
first part of this sentence. . 

(c) Tract Defined. — For purposes of this section, the term “tract of 
real property” means a single piece of real property, except that 2 or more 
pieces of real property shall be considered a tract if at any time they were 
contiguous in the hands of the taxpayer or if they would be contiguous 
except for the interposition of a road, street, railroad, stream, or similar 
property. If, following the sale or exchange of any lot or parcel from a 
tract of real property, no further sales or exchanges of any other lots or 
parcels from the remainder of such tract are made for a period of 5 years, 
such remainder shall be deemed a tract. 

(cl) Effective Date.— This section shall apply only with respect to sales 
of property occurring after December 31, 1953, except that, for purposes 
of subsection (c) (defining tract of real property)^ and for determining the 
number of sales under paragraph (1) of subsection (b), all sales of lots 
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and parcels from any tract of real property during tlie period of 5 years 
before December 31, 1953, shall be taken into account, except as provided 
in subsection (c). 

[Sec. 12S7 as amended by Public Law 495 (84th Cong.) [70 Stat. 118] for taxable 
years beginning after December 31, 1954.] 


§ 1.1237-1 Real Propeett Subdivided for Sale. — (a) General 
riile —{l) Introductory , — This section jirovides a special rule for de- 
termining whether the taxpayer holds real property primarily for 
sale to customers in the ordinary course of his business under section 
1221(1). This rule is to permit taxpayers qualifying under it to 
sell real estate from a single tract held for investment without the 
income being treated as ordinary income merely because of subdivid- 
ing the tract or of active efforts to sell it. The rule is not applicable 
to dealers in real estate or to corporations, except a corj^oration 
inakiiig such sales in a taxable year beginning after December 31, 1951, 
if such corporation qualifies under the T^rovisions of paragraph 
(c) (5) (iv) of this section. 

(2) When subdividing and selling activities are to he disre- 
garded . — ^inien its conditions are met, section 1237 provides that if 
there is no other substantial evidence that a taxpayer holds real estate 
primarily for sale to customers in the ordinary course of his business, 
he shall not be considered a real estate dealer holding it primailly for 
sale merely because he has (i) subdivided the tract into lots (or par- 
cels) and (ii) engaged in advertising, promotion, selling activities or 
tlie use of sales agents in connection with the sale of lots in such sub- 
division. Such subdividing and selling activities shall be disregarded 
in determining the purpose for which the taxpayer held real proiierty 
pld from a subdivision whenever it is the only substantial evidence 
indicating that the taxpayer has ever held the real property sold 
primarily for sale to_ customers in the ordinary course of his business. 

(3) TFAeii. subdiividinff cind scTling activities a/re to Toe toJi'en into 
accoM?!#.— Wlien other substantial evidence tends to show that the tax- 
1 • property for sale to customers in the ordinary course 

or his business, his activities in connection with the subdivision and 
sale or the property sold shall be taken into account in determining 
the purpose for which the taxpayer held both the subdivided property 
and any other real property. For example, such other evidence 
may consist of the taxpayer’s selling activities in connection with 
other property in prior years during which he was engaged in sub- 
dividing or selling activities with respect to the subdivided tract, his 
intention m pnor years (or at the time of acquiring the property 
subdivided) to hold the tract primarily for sale in his business, his 

other real 

property foi sale to customers in the same year, or his construction 
of a permanent real etate office which he could use in selling other 
real property. On the other hand, if the only evidence of the tax- 

onri^hrffiwf property consisted of not more than 

one of the fonowmg, m the year in question, such fact would not be 
considered substantial other evidence : vvuuiu xiut uo 

^ estate dealer’s license; 

propertyf property which was clearly investment 
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(iii) Acting as a salesman for a real estate dealer, but without 
any financial interest in the business ; or 

(iv) Mere ownership of other vacant real property without en- 
gaging in any selling activity whatsoever with respect to it. 

If more than one of the above exists, the circumstances may or may 
not constitute substantial evidence that the taxpayer held real prop- 
erty for sale in his business, depending upon the particular facts in 
each case. 

(4) Section 12S7 not exclusive. — (i) The rule in section 1237 is not 
exclusive in its application. Section 1237 has no application in deter- 
mining whether or not real property is held by a taxpayer prhnarily 
for sale in his business if any requirement under the section is not 
met. Also, even though the conditions of section 1237 are met, the 
rules of section 1237 are not applicable if without regarcl to section 
1237 the real property sold would not have been considered real 
property held primarily for sale to customers in the ordinary course 
of his business. Thus, the district director may at all times conclude 
from convincing evidence that the taxpayer held the real property 
solely as an investment. Furthermore, whether or not the conditions 
of section 1237 are met, the section has no application to losses realized 
upon the sale of realty from subdivided property.^ 

(ii) If, owing solely to the application of section 1237, the real 
property sold is deemed not to have been held primarily for sale in 
the ordinary course of business, any gain realized upon such sale 
shall be treated as ordinary income to the extent provided in section 
1237(b) (1) and (2) and paragraph (e) of this section. Any addi- 
tional gain realized upon the sale shall be treated as gain arising from 
the sale of a capital asset or, if the circumstances so indicate, as gam 
arising from the sale of real property used in the trade or business as 
defined in section 1231(b) (1). For the relationship between sections 
1237 and 1231, see paragraph (f) of this section. ^ 

(5) Pnncipal conditions of qualification. — Before section 1-^37 ap- 
plies, the taxpayer must meet three basic conditions, more fully ex- 
plained later: He cannot have held any part of the tract at any time 
previously for sale in the ordinary course of his business, imr in tne 
year of sale held any other real estate for sale to customers ; he cannot 
make substantial improvements on the tract which increase the va ue 
of the lot sold substantially ; and he must have owned the proper y o 
years, unless he inherited it. However, the taxpayer may ma e cer- 
tain improvements if they are necessary to make the 

able if he elects neither to add their cost to the basis of the 

or of any other property, nor to deduct the cost as mi expense, and he 

has held^ the property at least 10 years. If the 

1237 are met, gain (but not more than 5 percent of 

of each lot) shall be treated as ordinary income in and aftei the year 

in which the sixth lot or parcel is sold. 

(b) Disqualification arising from real ^ 

for sale.—-{l) General rwZe.— Section 1237 does not apply to any 

transaction if the taxpayer either u T,roc a rin-rfl nri- 

(i) Held the lot sold (or the tract of ^ ^ n?ior 

marily for sale in the ordinary course of his business in a pr 

year, or 
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(ii) Holds other real property primarily for sale in the ordi- 
nary course of his business in the same year in which such lot is 
sole!. ^ 

llliere either of these elements is present, section 1237 shall be disre- 
garded ill determining the proper treatment of any gain arising from 
such sale. 

(2) Method of apflying general rule. — For purposes of this para- 
graph, in determining whetlier the lot sold was held primarily for 
sale in the ordinary course of business in a prior year, the principles 
of section 1237 shall be applied, whether or not section 1237 was 
effective for such prior year, if the sale of the lot occurs after Decem- 
ber 31, 1953, or, in the case of a corporation meeting the requirements 
of paragraph (c) (5) (iv) of this section, if the sale of the lot occurs 
ill a taxable year beginning after December 31, 1954. Whetlier, on 
the other hand, the taxpayer holds other real property for sale in the 
ordiiiaiy course of his business in the same year such lot was sold 
shall be determined without regard to the application of section 1237 
to such other real prperty. 

(3) Attribution rules with respeet to the holding of property , — 
The taxpayer is considered as holding property which he owns in- 
dividually, jointly, or as a member of a jiartnership. He is not geit- 
erally considered as holding property owned by members of his fam- 
/ estate or trust, or a corporation. See, however, pa-ragra-ph 
(c) (5) (iv) (e) of this section for an exception to this rule. Tlie 
purpose for which a prior owuier held the lot or tract, or liis activities, 
aie^ immaterial except to the extent they indicate the purpose for 
which the taxpayer has held the lot or tract. See paragiiipli (d) of 
this section for rules relating to the determination of the period for 
Tvnich the property is held. The principles of this subisaraffraph may 
be illustrated by the following example; 

Example. _ A dealer in real property held a tract of land for sale 
to customers in the ordinary course of his business for 5 years. He 
hen made a^^ft of it to his son. As a result of the operation of 
section l...-3(2) the son will have held the property for the period of 
time required by section 1237. However, he will not qualify for the 
benefits of section 1237 because, there being no evidence to the con- 
trary, the circumstances involved establish that the son holds the 
property for sale to customers, as did his father. 

(c) Disqualification arising from substantial improvements ('ll 

Gemral raZc.--bection 1237 will not apply if the taxpayer or certain 
Others make improvements on the tract which are substantial and 
substotklly mcre«» the value of the lot eoli Sa „ i 1 
provemeuts are not substantial «iu the meaning of section 1337 
(aH2) if they pe necessary to make the lot marketable at the pre- 
yailmg local price and meet the other conditions of section 12,37%) 
r ^ subparagraph (5) of this paragraph. 

(2) Improvements made or deemed to he made Iv the taxvaver — 
Certain improvements made by the taxpayer or made under a con 

InapplLS. and U buyer make“Si,n ll) 7 

(i) For the purposes of section 1237(a) (2) the taxpayer is deemed 
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to have made any improvements on the tract while he held it which 
are made by : 

(a) The taxpayer’s whole or half bi'others and sisters, spouse, an- 
cestors, and lineal descendants. 

(^) corporation controlled by the taxpayer. A corporation is 
controlled by the taxpayer if he controls, as the result of direct owner- 
ship, constructive ownership, or otherwise, more than 50 percent of 
the corporation’s voting stock. 

(o) A. partnership of which the taxpayer was a member at the time 
the improvements were made. 

(d) A lessee if the improvement takes the place of a payment of 
rental income. See section 109 and the regulations tlierennder, 

(e) A Federal, State, or local government, or political subdivision 
thereof, if the improvement results in an increase in the taxpayer’s 
basis for the property, as it would, for example, from a special tax 
assessment for paving streets. 

(ii) The principles of subdivision (i) of this subparagraph may 
be illustrated by the following example : 

Example, A held a tract of land for 8 years during which he 
made substantial improvements thereon which substantially en- 
hanced the value of every lot on the tract. A then made a gift of 
the tract to his son. The son made no further improvements on the 
tract, but held it for 3 years and then sold several lots therefrom. 
The son is not entitled to the benefits of section 1237 since under 
section 1237 (a) (2) he is deemed to have made the substantial im- 
provements made by his father, and under* section 1223(2) he is 
treated as having held the property for the period during which 
his father held it. Thus, the disqualifying improvements are 
deemed to have been made by the son while the tract was held by 
him. See paragraph (cl) of this section for rules mlating to the 
determination of the period for which the property is held. 

(iii) The taxpayer is also charged with making any improvements 
made pursuant to a contract of sale entered into between the tax- 
payer and the buyer. Therefore, the buyer, as well as the taxpayer, 
may make improvements which prevent the application of section 
1237. 

(a) If a contract of sale obligates either the taxi:)ayer or the buyer 
to make a substantial improvement which would substantially increase 
the value of the lot, the taxpayer may not claim the application of 
section 1237 unless the obligation to improve the lot ceases (for any 
reason other than that the improvement has been made) before or 
within the period, prescribed by section 6511, within which the tax- 
payer may file a claim for credit or refund of an overpayment of Ins 
tax on the gain from the sale of the lot. The following example illus- 
trates this rule i 

Exam fie. In 1956, A sells several lots from a tract he has sub- 
divided for sale. Section 1237 would apply to the sales of these lots 
except that in the contract of sale A agreed to install sewers, hard 
surface roads, aird other utilities which would increase the value ox 
the lots substantially. : If in 1957, instead of requirmg the improve- 
ments, the buyer releases A from this ot>ligation, A may then claim 
the application of section 1237 to the sale of lots in 19o6 in comput- 
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ing liis iiicome tax for 1956, since the period of limitations in which 
A may file a claim for credit or refund of an overpayment of his 
1956 income tax has not expired 

(&) An improvement is made pursuant to a contract it the con- 
tract imposes an obligation on either party to make the improvement, 
but not if the contract merely places restrictions on the improvements, 
if any, either party may make. The following example illustrates 

this rule : ^ i i 

Example. B sells several lots from a tract which he has sub- 
divided. Each contract of sale prohibits the purchaser from build- 
ing any structure on his lot except a personal residence costing 
$15,000 or more. Even if the purchasers build such residences, that 
does not preclude B from applying section 1237 to the sales of such 
lots, since the contracts did not obligate the purchasers to make any 
improvements. 

(iv) Improvements made by a bona fide lessee (other than as rent) 
or by others not described in section 1237(a) (2) do not preclude the 
use of section 1237. 

(3) When improvements substantially enhance the value of the lot 
sold . — ^Before a substantial improvement will preclude the use of 
section 1237, it must substantially enhance the value of the lot sold. 

(i) The increase in value to be considered is only the increase at- 
tributable to the improvement or improvements. Other changes in 
the market price of the lot, not arising from improvements made by 
the taxpayer, shall be disregarded. The difference between the value 
of the lot, including improvements, when the improvement has been 
completed and an appraisal of its value if unimproved at that time, 
will disclose the value added by the improvements. 

(ii) Whether improvements have substantially increased the value 
of a lot depend upon the circumstances in each case. If improve- 
ments increase the value of a lot by 10 percent or less, such increase 
will not be considered as substantial, but if the value of the lot is in- 
creased by more than 10 percent, then all relevant factors must be 
considered to determine whether, under such circumstances, the in- 
crease is substantial. 

(hi) Improvements may increase the value of some lots in a tract 
without equally affecting other lots in the same tract. Only the lots 
whose value was substantially increased are ineligible for application 
of the rule established by section 1237. 

(4c) When an improvement is substantial . — To prevent the appli- 
cation of section 1237, the improvement itself must be substantial in 
character. Among the improvements considered substantial are shoio- 
ping centers, other commercial or residential buildings, and the in- 
stallation of hard surface roads or utilities such as sewers, water, 
gas, or electric lines. On the other hand a temporary structure used 
as a field office, surveying, filling, draining, levelling and clearing op- 
erations, and the construction of minimum all-weather access roads, 
including gravel roads were required by the climate, are not sub- 
stantial improvements. 

(5) Special rules relating to substantial improvements . — Under 
certain conditions a taxpayer, including a corporation to which sub- 
di^hsion (iv) of this subparagraph applies, may obtain the benefits of 
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section 1237 wlietlier or not substantial improvements have been made. 
Ill addition, an individual taxpayer may, under certain circum- 
stances, elect to have substantial improvements treated as iiecessaiy 
and not substantial. 

(i) 'When an improvement is not considerecl siibstantial. — An im- 
provement will not be considered substantial if all of the following 
conditions are met : 

{a) The taxpayer has held the property for 10 years. The full 
10-year period must elapse, whether or not the taxpayer inherited 
the property. Although the taxpayer must hold the property 10 
years, he need not hold it for 10 years after subdividing it. See 
jiaragraph (d) of this section for rules relating to the determination 
of the period for which the property is held. 

(5) The improvement consists of the building or installation of 
water, sewer, or drainage facilities (either surface, sub-surface, or 
both) or roads, including hard surface roads, curbs, and gutters. 

{c) The district director with whom the taxpayer must file his 
return is satisfied that, without such improvement, the lot sold would 
not have brought the prevailing local price for similar building sites. 

{d) The taxpayer elects, as provided in subdivision (hi) of this 
subparagraph, not to adjust the basis of the lot sold or any other 
property held by him for any part of the cost of such improvement 
attributable to such lot and not to deduct any part of such cost as an 


expense. 

(ii) Meaning of similar huilding^ site'^K—A. “similar building site” 
is any real propeidy in the immecliate vicinity whose size, terrain, 
and other characteristics are comparable to the taxpayer’s property. 
For the purpose of determining whether a tract is marketable at the 
pi'evailing local price for similar building sites, the taxpayer shall 
furnish the district director with sufficient evidence to enable him to 
compare {a) the value of the taxpayer’s property in an unimproved 
state with (&) the amount for which similar building sites, improved 
by the installation of water, sewer, or drainage facilities or roads, 
have recently been sold, reduced by the present cost of such improve- 
ments. Such comparison may be made and expressed in terms of 
dollars per square foot, dollars acre, or dollars per front foot, 
or in any other suitable terms depending upon the practice generally 
followed by real estate dealers in the taxpayer’s locality. The tax- 
payer shall also furnish evidence, where possible, of the best bona 
fide offer received for the tract or a lot thereof just before making 
the improvement, to assist the district director in determining the 
value of the tract or lot if it had been sold in its unimproved, state. 
The operation of this subdivision and subdivision (i) of this sub- 
paragraph may be illustrated by the following examples: 

Example (7) . A has been offered $500 per acre for a tract with- 
out roads, water, or sewer facilities which he has owned for la years. 
The adjacent tract has been subdivided and improvecl with water 
facilities and hard surface roads, and has sold for $1,000 per acre. 
The estimated cost of roads and water facilities on the adjacent ti act 
is $2,500 per acre. The prevailing local price ^ 

sites in the vicinity would be $1,500 per ^ore (h €., $1,000 less 
$2,500). If A installed roads and water facilities at a cost ot 
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S2;o00 per acre, Ms tract would sell for approximately $4,000 per 
acre. Under section 1237(b) (3) the installation of roads and wa- 
ter facilities does not constitute a substantial iinproveinent if A 
elects to disregard the cost of such improvements ($2,500 per a, ere) 
in computing his cost or other basis for the lots sold from the tract, 
and in computing his basis for any other property owned by Iiiin. 

Example (2). Assume the same facts as in example (1) of tliis 
subdivision except that A can obtain $1,G00 per acre for his property 
without improvements. The installation of any substaiititil im- 
provements would not constitute a necessary improvement under 
section 1237 (b) (3) , since the prevailing local price could have been 
obtained without any improvement. 

Exmvple (d). Assume the same facts as in example (1) of this 
subdivision except that the adjacent tract has also been improved 
with sewer facilities, the present cost of which is $1,200 per acre. 
The installation of the substantial improvements would not con- 
stitute a necessary improvement under section 1237(b) (3) on A's 
part, since the prevailing local price ($4,000 less the sum of $1,200 
plus $2,500, or $300) could have been obtained by A without tiny 
improvement. 

(iii) Manner of making election . — ^The election required by section 
1237(b) (3) (C) shall be made as follows: 

{a) The taxpayer shall submit : 

(1) A plat showing the subdivision and all improvements attrib- 
utable to him. 

(?) improvements to the tract, showing : 

(i) The cost of such improvements. 

{ii) "^^Tiich of the improvements, without regard to the election, 
he considers “substantial” and which he considers “not substantial”. 

^ {m) Those improvements which are substantial to which tlie elec- 
tion IS to apply, with a fair allocation of their cost to each lot they 
airect, and the amount by which they have increased the values of 
such lots. 


(iv) The date on which each lot was acquired and its basis for 
deternnmng gam or loss, exclusive of the cost of any improvements 
listed in subdivision (Hi) of this subdivision. 

^ statement that he will neither deduct as an expense nor add 
to the basis of any lot sold, or of any other property, any portion of 
the cost of any substantial improvement which substantially increased 
the tract and which either he listed piirsiumt 
to subdivision {2) (m) of this subdivision or which the district direc- 
tor deems substantial. 

. the information required under subdivision 

^ submitted to the district director— 

to tax return for the taxable year 

to wMch the lots subject to the election were sold, or 

Felr.1 Pnor to the publication in the 

hedeial Eegister of the regulations under section 1237 followino* 

fiteof^Srmr^f where the bene!^ 

entlv Shin SI* been claimed on such return, or, independ- 

Len cllSd 0 ? ^ ^ adoption, where such benefitshave 
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(S) If there is an obligation to make disqualifying improvements 
outstanding when the taxpayer files his return, with a formal claim 
or lefiind at the time of the release of the obligation, if it is then 
still possible to file a timely claim. 

(c) Once made, the election as to the necessary improvement costs 
attributable to any lot sold shall be irrevocably and binding on the 
taxpayer unless the district director assesses an income tax as to such 
lot as if it were held for sale in the ordinary course of taxpaver's 
business, ^ Under such circumstances, in computing gain, the cok or 
other basis shall be computed without regard to section 1237, 

(iv) Eosoeptiofis with Tespect to ^^TiecessaTy'^'^ impfoveinents ctiicl cev- 
corporations. — For taxable years beginning after December 31. 
1954:, individual taxpayers and certain corporations may obtain the 
benefits of section 1237 without complying with the provisions of 
subdivisions (i) (c) and (c?), (ii), and (iii) of this subparagraph 
It the requirements of section 1237 are otherwise met and if— 

{a) The property in question was acquired by the taxpayer 
through the foreclosure of a lien thereon, 

( 6 ) The lien foreclosed secured the payment of an indebtedness 
to the taxpayer or (in the case of a corporation) secured the pay- 
ment of an indebtedness to a creditor who has transferred the fore- 


closure bid to the taxpayer in exchange for all of the stock of the 
corporation and other consideration, and 

(c) In the case of a corporate taxpayer, no share holder of the 
corporation holds real property for sale to customers in the ordi- 
nary course of his trade or business or holds a controlling interest 
in another corporation which actually so holds real property, or 
which, but for the application of this subdivision (iv), would be 
considered to so hold real property. 

Thus, in the case of such property, it is not necessary for the taxpayer 
to satisfy the district director that the property would not have 
brought the prevailing local price without improvements or to elect 
not to add the cost oi the improvements to his basis. In addition, 
if 80 percent or more of the real property owned by a taxpayer is 
property to which this subdivision applies, the requirements oi sub- 
divisions {a) and (b) of this subdivision need not be met with respect 
to property adjacent to such property which is also owned by the 


taxpayer. 

(d) Holding period required. — (1) General rules. — ^To apply sec- 
tion 1237, the taxpayer must either have iiihented the lot sold or have 
held it for 5 years. Generally,^ the provision of section 1223 are 
applicable in determining the period for which the taxpayer has held 
the property. The provisions of this subparagraph may be illustrated 
by the following examples : 

Exam.ple {!). A held a tract of land for 3 years under circum- 
stances otherwise qualifying for section 1237 treatment. He made a 
gift of the tract to B at a time when the fair market value of the 
tract exceeded A’s basis for the tract. B held the tract for 2 more 
years under similar circumstances. B then sold 4 lots from the 
tract. B is entitled to the benefits of section 1237 since under section 
1223(2) he held the lots for 5 years and all the other requirements 
of section 1237 are met. 
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Exmiifle (2 ) . C purchased all the stock in a corporation in^l955. 
The corporation purchased an uimproved tract of land in 1957. In 
1961 the corporation was liquidated under section and C ac- 
quired the tract of land. For purposes of section 1237, C’s holding 
period commenced on the date the corporation actually acquired the 
land ill 1957 and not on the date C purchased the stock. 

(2) Bides relating to property acquired upon death . — If the tax- 
payer inherited the proxierty there is no 5-year holding period re- 
quired under section 1237. However, any holding period required by 
any other provision of the Internal Eevenue Code of 1954, such as 
section 1222, is nevertheless applicable. For purposes of section 1237, 
neither the survivor’s one-half of community property, nor property 
acquired by survivorship in a joint tenancy, is properly acquired by 
devise or inheritance. The holding jieriod for the surviving joint 
tenant begins on the date the property was originally acquired. 

(e) Tom consequences if section 1237 applies . — (1) Introductory . — 
T\Tiere there is no substantial evidence other than subdivision and 
related selling activities that real property is held for sale in the 
ordinary course of taxpayer’s business and section 1237 applies, sec- 
tion 1237(b) (1) provides a special rule for computing taxable gain. 
For the relationship between sections 1237 and 1231, see paragraph (f) 
of this section. 

^ (2) Chavacteilzation of gain and its relation to selling expenses . — 
(i) Wlieii the taxpayer has sold less than 6 lots or parcels from the 
same tract up to the end of his taxable year, the entire gain will be 
capital gain. (I'iTiere the land is used in a trade or business, see para- 
graph (f) of this section.) In computing the number of lots or 
parcels solds, two or more contiguous lots sold to a single buyer in a 
single sale will be counted as only one parcel. The following’ example 
illustrates this rule: 


^ Example. A meets all the conditions of section 1237 in subdivid- 
mg and selling a single tract. In 1956 he sells 4 lots to B, C, D, and 
E. In the same year F buys 3 adjacent lots. Since A has sold only 
0 lots or parcels from the tract, any gain A realizes on the sales will 
be capital gain. 

(ii) If the taxpayer has sold the sixth lot or parcel from the same 
tract within the taxable year, then the amount, if any, by which 5 
percent of the selling price of each lot exceeds the expenses incurred 
in connection with its sale or exchange, shall, to the extent it represents 
gam, be ordmaiw income. Any part of the gain not treated as ordi- 
nary mcome will be treated as capital gain, (mere the land is used 
business, see paragraph (f ) of this section.) Five percent 

fua the tract in the taxable year 

the sixth lot IS sold and thereafter is, to the extent it represents gain, 
consid^ed ordinary mcome. However, all expenses of sale of the lot 
are to be deducted first from the 5 percent of the gain which would 
otherwise be considered ordinary income, and any remainder of sxmh 
expenses shall reduce the gam upon the sale or exchange which would 
otherwise be considered capital gain. . Such expenses con bp rlt- 
ducted as ordinaiy business expenses from other income^ The 5-per- 

lot or parcel is sold. Thus, if the taxpayer seUs the first 6 lots of a 
§ L1237-1 (d)(2) 
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single tract in one year, 5 percent of the selling price of each lot sold 
shall be treated as ordinary income and reduced by the selling ex- 
penses. On the other hand, if the taxpayer sells the first 3 lots of a 
single tract in 1955, and the next 3 lots in 1956, only the gain realized 
from the sale made in 1956 shall he so treated. For the effect of a 
5-year interval between sales, see paragraph (g) (2) of this section. 
The operation of this subdivision may be illustrated by the follow- 
ing examples : 

Example {1) • Assume the selling price of the sixth lot of a tract 
is $10,000, the basis of the lot in the hands of the taxpayer is $5,000, 
and the expenses of sale are $Y50. The amount of gain realized by 
the taxpayer is $4,250, of which the amount of ordinary income 
attributable to the sale is zero, computed as follows : 


Selling price $10,000 

Basis 5,000 


Excess over basis ^ $5,000 

5 percent of selling price ^500 

Expenses of sale 


Amount of gain realized treated as ordinary income 

Excess oyer basis 

5 percent of selling price 5500 

Excess of expenses over 5 percent of selling price 2o0 


$0 

5,000 

750 


Amount of gain realized from sale of property not held for sale 
in ordinary course of business 


$4,250 


Example (^) . Assume the same facts as in example (1) , except 
that the expenses of sale of such sixth lot are $300. Tne amount of 
gain realized by the taxpayer is $4,700, of which the amount of or- 
dinary income attributable to the sale is $200, computed as follows . 

Selling price ^^5^0 

Basis 


Excess over basis 

5 percent of selling price 

Expenses of sale • • • 

Amount of gain realized treated as ordinary income 

Excess over basis 

5 percent of selling price 

Excess of expenses over 5 percent of selling price 


$500 

300 


$500 

0 


$5,000 

$200 

5,000 

500 


Amount of gain realized from sale of property not held for sale 
in ordinary course of business. 


$4,500 


(iii) In the case of an exchange, the term “selling price” shall 
mean the fair market value of property received plus any s 
money received in exchange for the lot. See section 1031 for those 
SXiiles in which no gntn is recognised. For the pnrpo^ of ^b- 
section? (b) and (c) of section 1337 and P““f W 
this section, an exchange shall be treated as a sale or exchange whether 
or not gain or loss is recognized with respect to such • » 

(f) Relationship of section mi and section i^ 

section 123T to a lale of real property may, 
the property being treated as real property used 

§ 1.1237-1 (f) 



476 


ness, as described in section 1231(b)(1). Thus, assuming section 
1237 is otherwise applicable, if the lot sold would be considered -prop- 
erty described in section 1231(b) (1) except for the fact that the tax- 
payer subdivided the tract of which it was a part, then evidence of 
such subdivision and connected sales activities shall be disregarded 
and the lot sold shall be considered real property used in the trade 
or business. Under such circumstances, any gain or loss realized from 
the sale shall be treated as gain or loss arising from the sale of real 
property used in the trade or business. 

(g) Definition of — (1) Aggregation of properties, — For 

the purposes of section 1237, the term “tract” means either (i) a single 
piece of real property or (ii) two or more pieces of I’eal property if 
they were contiguous at any time while held by the taxpayer, or 
would have been contiguous but for the interposition of a road, 
street, railroad, stream, or similar property. Properties are con- 
tiguous if their boundaries meet at one or more points. The single 
piece or contiguous properties need not have been conveyed by a 
single deed. The taxpayer may have assembled them over a period 
of time and may hold them separately, jointly, or as a partner, or in 
any combination of such forms of ownership. 

(2) When a subdivision will he considered a new tract, — If the tax- 
payer sells or exchanges no lots from the tract for a period of 5 years 
after the sale or exchange of at least 1 lot in the tract, then the re- 
mainder of the tract shall be deemed a new tract for the purpose of 
comiting the number of lots sold from the same tract under section 
1237 (b)(1). The pieces in the new tract need not be contiguous. The 
5-year |)eriod is measured between the dates of the sales or exchanges. 

(h) Effective date. — This section shall apply only to gain realized 
on sales made after December 31, 1953, or, in the case of a person 
meeting the requirements of paragraph (c)(5)(iv) of this section, 
if the sale of the lot occurs in a taxable year beginning after Decem- 
ber 31, 1954. Pursuant to section 7851(a)(1)(C), the regulations 
prescribed in this section (other than subdivision (iv) of paragraph 
(c) (5) ) shall also apply to taxable years beginning before January 1, 
1954, and ending after December 31, 1953, and to taxable years be- 
ginning after December 31, 1953, and ending before August 17, 1954, 
although such years are subject to the Internal Eevenue Code of 1939, 
Irrespective of whether the taxable year involved is subject to the 
Internal Eevenue Code of 1939 or 1954, sales or exchanges made be- 
fore January 1, 1954, shall be taken into account to determine whether : 
(1) No sales or exchanges have been made for 5 years, under section 
1237(c), and (2) more than 5 lots or parcels have been sold or ex- 
changed from the same tract, under section 1237(b)(1). Thus, if 
the taxpayer sold 5 lots froni a single tract in 1950, and another lot 
is sold ill 1954, the lot sold in 1954 constitutes the “sixth lot” sold 
from^ the original tract. On the other hand, if the first 5 lots were 
sold in 1948, the sale made in 1954 shall be deemed to have been made 
from a new tract. 


§ 1.1237^1 (g)(1) 
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§ 1.1238 Statutory Provisions; Amortization in Excess of De- 
preciation. 

SEO. 1238. AMORTIZATION IN EXCESS OF DEPRECIATION. 

Gain from the sale or exchange of property, to the extent that the 
adjusted basis of such property is less than its adjusted basis determined 
without regard to section 168 (relating to amortization deduction of emer- 
gency facilities), shall be considered as gain from the sale or exchange 
of property which is neither a capital asset nor property described in sec- 
tion 1231. 


§ 1.1238-1 Amortization in Excess of Depreciation. — (a) In 
general, — Section 1238 provides that if a taxpayer is entitled to a de- 
duction for amortization of an emergency facility under section 168, 
and if the facility is later sold or exchanged, any gain realized shall 
be considered as ordinary income to the extent that the amortization 
deduction exceeds normal depreciation. Thus, under section 1238 
gain from a sale or exchange of property shall be considered as ordi- 
nary income to the extent that its adjusted basis is less than its ad- 
justed basis would be if it were determined without regard to section 
168. If an entire facility is certified under section 168(e), the tax- 
payer may use allowances for depreciation based ^on any rate and 
method which would have been proper if the basis oi the facility were 
not subject to amortization under section 168, in determining what the 
adjusted basis of the facility would be if it were cletOTiiined without 
regard to section 168. If only a portion of a facility is certified under 
section 168(e), allowances for depreciation based on the rate and 
method properly used with respect to the uncertified part oi me 
facility are used in determining what the adjusted basis of the tacihty 
would be if it were determined without regard to section Ibb. ide 
principles of this paragraph may be illustrated by the loilowing 

(i). On December 31, 1954, a taxpayer making Ms 
income tax returns on a calendar year basis acquires at a cost o 
$20,000 an emergency facility (used m his business) 
the adjusted basis of which has been certified under section 16b(e). 
The facility would normally have a useful life of 20 years. 
section 168 the taxpayer elects to begin the . 60 -month amortization 

period on January 1, 1955. He takes .Tom fT^tM 

respect to the certified portion in the amount of 

1955 and 1956 (24 months) . With respect to the 

the straight line method of depreciation is used and a deduction foi 

depreciation in the amount of $1,000 is clmm^ an owe 

yeirs 1955 and 1956 (2 years at $500) December 31 19 d 6, he 

sells the facility for $19,000. The adjusted basis of the certiuea 

poSiJn oJ-ScSels $6,000 ($10 0oJ 004, W” ZStad 

tion) . Without regard to section 168, and using the i ate and “etl 
the taxnaver properly applied to the uncertified p(^ion of t e 
facility ^the a(husted basis of the certified portion on Decenaber 31, 

1956, would be $9,000 ($10,000 cost, aJd 

diflPerence between the facility’s actual adjusted basis ($1^^^^^^^ a M 
its adjusted basis determined withou g. qqq 
($ 18,000) , is $3,000. Accordingly, $3,000 ®f basis) 

kle oi the facility ($19,000 sale price, less $15,000 adjusted basi ) 

§ 1.1238-1 (a) 


459586 ”-- 58 - 


-31 



478 


is treated as ordinary income and the remaining $1,000 gain is 
subject to the provisions of section 1231. 

EoKLMjjle (^) . Assume that the entire facility in example (1) had 
been certified under section 168(e) and that, therefore, the adjusted 
basis of the facility on December 31, 1956, is $12,000. Assuine fur- 
ther that the taxpayer adopts straight line depreciation as a proper 
method of depreciation for determining the adjusted basis of the 
facility without regard to section 168. Thus, the adjusted basis, 
without regard to section 168, would be $18,000. This ainoimt is 
$6,000 more than the $12,000 adjusted basis under section 168. 
Hence, $6,000 of the $7,000 gain on the sale of the facility ($19,000 
sale price less $12,000 adjusted basis) is treated as ordinary income, 
and the remaining $1,000 gain is subject to the provisions of section 


(b) Substituted basis . — If a taxpayer acquires other property in an 
exchange for an emergency facility with respect to which amortization 
have been allowed or allowable, and if the basis in his hands 
of the other property is determined by reference to the basis of the 
eniergency facility, then the basis of the other property is determined 
with regard to section 168, and therefore the provisions of section 1238 
apply with respect to gain realized on a subsequent sale or exchange 
ot the other property. The provisions of section 1238 also apply to 
gmn realized on the sale or exchange of an emergency facility* (or 
other property acquired, as described in the preceding sentence, in 
exc range for an emergency facility) by a taxpayer in whose hands 
tlie basis of the facility (or other property) is determined by reference 
0 Its basis in the hands of another person to whom decluctions were 
allowable or aUowed with respect to the facility under section 168. 

Statutory Provisions; Gain From Sale of Certain 

iNDlVIBUil. AKD A OON- 


SEC. 1239. GAIN PROM SALE OP CERTAIN PROPERTY BETWEEN 

ototmllSI JSSiioS A 

Peopebty.— T his section shall anniv Exchanges of Depeeciable 

by a transferor of pro^rty 4K thl hand, ?.f f ^ f exchange 
of a character which is snhiprt transferee is property 

in section 16? allowance for depreciation provided 


CORPORATIOX.— Sectimi 19 ^^Q A COKTROULED 

the sale or exchange of depreciable prouertvTet 
or Ween A indi riffl 
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treated as ordinary income. Tims, any gain recognized to tlie trans- 
feror from a sale or exchange after May 1, 1951, directly or indirectly, 
between a husband and wife or between an individual and a con- 
trolled corporation, of property which, in the hands of the transferee, 
is property of a character subject to an allowance for depreciation 
provided in section 167 (including such ]Droperty on which a deduc- 
tion for amortization is allowable under section 168 or 169) shall be 
considered as gain from the sale or exchange of property which is 
neither a capital asset nor property described in section 12^1. For 
the purpose of section 1239, a corporation is controlled when more 
than 80 percent in value of all outstanding stock of the corporation 
is beneficially owned by the taxpayer, his spouse, and his minor chil- 
dren and minor grandchildren. For the purpose of this section, the 
terms ‘^^children” and “grandchildren” include legally adopted chil- 
dren and their children. The provisions of section 1239(a) (2) are 
applicable whether property is transferred from a corporation to a 
shareholder or from a shareholder to a corporation. 


§ 1.124:0 Statutory Profusions ; Taxability to Employee of Ter- 
mination Pay-ments. 

SEC 1240. TAXABILITY TO EMPLOYEE OF TERMINATION PAY- 
MENTS. 

Amounts received from the assignment or release by an employee, after 
more than 20 years’ employment, of all his rights to receive, after termi- 
nation of his employment and for a period of not less than 5 years (or for 
a period ending with his death), a percentage of future profits or receipts 
of his employer shall be considered an amount received from the sale or 
exchange of a capital asset held for more than 6 months if 

(1) such rights were included in the terms of the employment o 
such employee for not less than 12 years, 

(2) such rights were included in the terms of the employment o 
such employee before the date of enactment of this title, and 

(3) the total of the amounts received for such assignment or relea.. 
is recef^d in one taxaW year and after the termination of such 
employment. 

S 1 1240-1 Capital Gains Treatment of Certain Ti^ation 
parents .- lAny amounts received by p 

rop-nt nr release of all kis rights to receive, after termination or nis 

ending with his death, a percentage of the ” ^gion are 

employer attributable to a time subsequent to s . , j I 

rnAidered received from the sale or exchange of a capital asset ne 

future profits or receipts of such^ ^T-p^incorBorated in the terms 
subject of the assignment or ^ enipiovee and the eni- 

of L contract of '■“Pi"??™* “incorporated 

ployer for a period at least y® ? 

before August 16, 1954. § 1.1240-1 
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(c) The assigniiient or release was made after the tcriuiiiatioii 
of the employee's employment with such employer. ^ 

t d) The assignment or release conveyed all the rights of the em- 
ployee in the future profits or receipts of such employer and con- 
veyed no other rights of the employee, and 
\e) The total amount to which the employee became entitled 
pursuant to the assignment or release was received by the employee 
after the termination of his employment with such employer and 
one taxable year of the employee. 

The requirement that the assignment or release be made after tlie 
termination of the employee’s employmnt contemplates a complete 
and bona fide termination of the relationship of employer and em- 
ployee. This requires more than a mere termination of such rela- 
tionship under the particular contract or contracts of employiuent 
pursuant to Tvhich the employee acquired his rights in the future 
profits or receipts of the employer. The contract need not expressly 
provide that the employee shall share in the future profits or receipts 
of the employer for a minimum period of five years. However, if 
the contract does not expressly so provide and the assignment or 
release is made before the expiration of five years following the 
termination of employment, the terms of the contract considered in 
conjunction with the facts in the particular situation must establish 
that the rights of the employee to a percentage of future profits or 
receipts, in all probability, will extend to a period of not less than 
five years froni the date of termination of employment or foi' a period 
ending with his death. Section 1240 has application only to an assign-' 
meiit or release made by the employee who acquired the right to a' 
percentage of future profits or receipts of the employer, and has no' 
application to amounts received other than as payment for assignment 
or release of such right. Section 1240 has no effect upon the determi-; 
em ^1^ income tax of the employer making the payment to the 

§ 1.1241 Statutory Provisioks; Caistcellatioix oe Lease or Dis-" 
TRiBUTOR s Agreement. 

SEC. 1241. CANCELLATION OF LEASE OR DISTRIBUTOR’S AGREE- 


received by a lessee for the cancellation of a lease, or by a 
^ goods for the cancellation of a distributor’s agreement ( if the 
^ substantial capital investment in the distributorshin) 
amounts received in exchange for such lease ^or 


§ 1.1241 1 Cancellation oe Lease or Distributor’s Agreement. — 
Section 1241 provides that proceeds received by 
J *sJ:ributors from the cancellation of leases or of certain 

d.stribrtorship agreements are considered as amounts received 

S“of,ln'r?SS; Seetmn 1241 appKes to leases of both real and 

pe feonai property. Distributorship agreements to which section 1941 

EraTniSt 1 (fl of this s?eaom s“S SI 

quaHfrinc?™Sr determining whether or not a cancellation not 
1^011 f der that section is a sale or exchange. Further section 

1211 has no apphcation in determining whethe“or E a lease VS 
§ 1.1241 
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distributorship agreement is a capital asset, even though its cancel- 
lation qualifies as an exchange under section 1241. 

(b) Be-finition of ^^canGellation '^\ — ^The term ^‘cancellation” of a 
lease or a distributor’s agreement, as used in section 1241, means a 
termination of all the contractual rights of a lessee or distributor with 
respect to particular premises or a particular distributorship, other 
than by the expiration of the lease or agreement in accordance with 
its terms. A payment made in good faith for a partial cancellation 
of a lease or a distributorship agreement is recognized as an amount 
received for cancellation under section 1241 if the cancellation relates 
to a severable economic unit, such as a portion of the premises covered 
by a lease, a reduction in the unexpirecl term of a lease or distributor- 
ship agreement, or a distributorship in one of several areas or of one 
of several products. Payments made for other modifications of leases 
or distributorship agreements, however, are not recognized as amounts 
received for cancellation under section 1241. 


(c) Amounts reoewed upon cancellation of a distTibutoTship agree- 
onent , — Section 1241 applies to distributorship agreements only if 
they are for marketing or marketing and servicing of goods. It does 
not apply to agreements for selling intangible property or for render- 
ing personal services as, for example, agreements establishing insur- 
ance agencies or agencies for the brokerage of securities. Further, it 
applies to a distributorship agreement only if the distributor has made 
a substantial investment of capital in the distributorship. The sub- 
stantial capital investment must be reflected in physical assets such as 
inventories of tangible goods, equipment, machinery, storage facilities, 
or similar property. An investment is not considered substantial for 
purposes of section 1241 unless it consists of a significant fraction or 
more of the facilities for storing, transporting, processing, or other- 
wise dealing with the goods distributed, or consists of a substantial 
inventory of such goods. The investment required in the maintenance 
of an office merely for clerical operations is not considered substantial 
for purposes of this section. Furthermore, section 12^tl shall not 
apply unless a. substantial amount of the captial or assets needed for 
carry in on the operations of a distributorship are acquired by the 
clistribritor and actually used in carrying on the distributorship at 
some time before the cancellation of the distributorship agreement. 
It is immaterial for the purposes of section 1241 whether the distribu- 
tor acquired the assets used in performing the functions of the dis- 
tributorship before or after begiiming his operations undp the distrib- 
utorship agreement. It is also immaterial whether the distnbiitor is a 
retailer, wholesaler, jobber, or other type of distributor. The appli- 
cation of this paragraph may be illustrated by the following examples : 

Exci/mpl& il') • Taxpayer is a distributor of Tarioi^ ^ 

nets. He leases a warehouse including cold storage facilities and 
owns a number of motor trucks. In 1955 he obtai^ the excluave 
rio-hts to market certain frozen food products in his btate. me 
marketing is accomplished by using the warehouse and trucks ac- 
quired before he entered into the agreement and entails no addi- 
tional capital. Payments receiyed upon the cancellation of me 
agreement are treated under section 1241 as though received upon 
the sale or exchange of the agreement. 


§ 1.1241-1 (c) 
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Example (2) . Assume that the taxpayer in example (1) entered 
into an exclusive distributorship agreement with the producer under 
which the taxpayer merely solicits orders through his stair or sales- 
men, the foods being shipped direct to the purchasers. I ayinents 
received upon the cancellation of the agreement would not be tieatecl 
under section 1241 as though received upon the sale or exchange or 

the a ^x*eeinent. . » 

Emmfle (S) . Taxpayer is an exclusive distributor for M city of 
certain frozen food products which he distributes to trozenytoocl 
freezer and locker customers. The terms of his distributoiship do 
not make it necessary for him to have any substantial investnient in 
inventory. Taxpayer rents a loading platform for a nominal 
amount, but has no warehouse space. Orders for goods from cus- 
tomers are consolidated by the taxpayer and forwarded to the pro- 
ducer from time to time. Upon receipt of these goods, tax]iayer 
allocates them to the individual orders of customers and delivers 
them immediately by truck. Although it would recpiire y fleet ox 
fifteen or twenty trucks to carry out this operation, the distributor 
uses only one truck of his own and hires cartage companies to de^ 
liver the bulk of the merchandise to the customers. Payments 
received upon the cancellation of the distributorship agreement in 
such a case would not be considered received upon the sale or ex- 
change of the agreement under section 1241 since the taxpayer does 
not have facilities for the physical handling of more^ than a small 
fraction of the goods involved in carrying on the distributorship 
and, therefore, does not have a substantial capital investment in the 
distributorship. On the other hand, if the taxpayer had acquired 
and used a substantial number of the trucks necessary for tlie de- 
liveries to his customers, payments received upon the cancellation 
of the agreement would be considered received in exchange therefor 
under section 1241. 

Headjustment of Tax Between Years and Special Limitations 
WAR LOSS RECOVERIES 

§ 1.1335-1 Electtoh Method; Time and Manner of Making 
Election and Effect Thereof. — 

[Paragraph (b) of § 1.1335-1 as set forth in a previously issued pamphlet in this aeries 
fPublieatlon No. 329-1, page 461) was deleted by T.D. 6230 and the following provisions 
inserted in lieu thereof.] 

(b) Manner of election. — In all cases the election to have the provisions of 
section 1833 apply must be made by the taxpayer not later than six months 
from the last clay prescribed by law for the filing of his income tax return for 
any taxable year in which a recovery of war loss property has occurred. The 
election shall be evidenced by a written statement, made within such 6-month 
period, that the taxpayer elects to have the provisions of section 1333 apply to 
an 3 ^ taxable year in which any money or property is recovered in respect of 
war loss property. The statement may be made in (or attached to) — 

(1) The return or amended return filed for such taxable year; 

(2) A claim for refund or credit filed for such taxable year for an over- 
payment resulting from application of such provisions ; 

(3) A timely petition or amended petition to The Tax Court of the United 
States for a redetermination of any deficiency for any taxable year in which 
a recovery of war loss property occurred ; or 
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(4) A letter addressed to the district director for the district in which 

the return for such taxable year was required to be filed. 

If the written statement of election is made in a letter, it shall be signed by 
the taxpayer making the election if an individual or, if the taxpayer is not an 
individual, the letter must be executed in the same manner as required in the 
case of the income tax return of such taxpayer. The date of the making of the 
election shall be the date the return, amended return, claim for refund or credit, 
or letter is filed in the office of the district director, or the date the petition or 
amended petition is filed with The Tax Court of the United States. In ease 
the election is made in a return filed before the last day prescribed by law for 
the filing thereof (including any extension of time for such filing), such election 
shall not he considered made until such last day. See section 7502 and the 
regulations thereunder with respect to the timeliness of filing an election where 
filing is done by mail and section 7503 and the regulations thereunder with 
respect to the timeliness of filing where the last day for filing falls on a Saturday, 
Sunday, or legal holiday. 

[Para£?rai)h 2 of T.D. G230 provides that § 1.1335-1 (b) as above set forth shall be elec- 
tive as of April 25, 1957, the date of filing by the Division of the Federal Register. How- 
ever, an election made under section 1335 shall b timely if made within 60 days of the 
effective date of amended paragrai)h (b) by any taxpayer who can establish to the satis- 
faction of the district director that as a result of reliance in good faith upon the provisions 
of § 1.1335-1 (b), effective prior to the amendment set forth above, or corresponding provi- 
sions of regulations continued in effect by T.D. C091, an election under section lo3o for 
a taxable year governed by the Internal Revenue Code of 1954 was postponed beyond the 
6-inonth iieriod provided by amended § 1. 1335-1 (b).] 


CLAIM OF RIGHT 

§ 1.1341 Statutory Provisions; Coiviputation of Tax Where 
Taxpaiher Restores Substantial Amount Held Under Claim op 
Eight. 

SEC 1341 COMPUTATION OP TAX WHERE TAXPAYER RESTORES 
SUBSTANTIAL AMOUNT HELD UNDER CLAIM OP 
RIGHT. 

(a) General Rule. — If — 

(1) an item \vas included in gross income for a prior taxable year 
(or years) because it appeared that the taxpayer had an unrestricted 

right to such item ; ^ . 4 . 

( 2 ) a deduction is allowable for the taxable year because it was 
established after the close of such prior taxable year (or years) that the 
taxpayer did not have an unrestricted right to such item or to a portion 
of such item ; and 

(3) the amount of such deduction exceeds ?3,000, 

then the tax imposed by this chapter for the taxable year shall be t e 
lesser of the following i 

( 4 ) the tax for the taxable year computed with such deduction ; or 

( 5 ) an amount equal to — . , x i, 

(A) the tax for the taxable year computed without such deduc- 

decrease in tax tinder this chapter (or the cori^sponding 
provisions of prior revenue laws) for the prior taxable year (or years) 
which would result solely from the exclusion of such item (or portion 
thereof) from gross Income for such prior taxable year (oi years). 

TTor nurnoses Of miragraph (5) (B), the corresponding provisions of pe 
fnterm?Rlvenufoodl of 1939 shall be chapter 1 of such code (other 
than subchapter E, relating to self-employment income), 

(b) Speci^ ascertained under subsection (a) (5) (B) 

exceeds the taxTmpfsed by this chapter for the taxable year (computed 
^?hout the deduXn) such excess shall be considered to be a payment 
on the last day prLcrlbed by law for the payment of tax for the 
tLable yei! and Sf b? Wnded or credited in the same manner as 
if wpre Qjx overpayment for such tfi.xa.ble yefir. 

f 21 SubLS (a ) does not apply to any deduction allowable with 
respect to an Item which was Included in gross income by reason of the 
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sale or other disposition of stock in trade of the taxpayer (or other 
property a kind whicli would properly have been included m the iiiveii- 
torv of the taxpayer if on hand at the close of the prior taxable year) 
or property held by the taxpayer primarily for sale to customers in the 
ord^na?v course of his trade or business. This paragraph shai not apply 
if the deduction arises out of refunds or repayments made by a le.gu- 
lated public utility (as defined in section lo03(c) without ie.i,aid to 
para 2 :raph (2) thereof) if such refunds or repayments are reqiiired to 
be made by the government, political subdivision, agency, or mstrumeii- 
taiity referred to in such section. 


§ 1.1841-1 Eestoration or Amounts Received or Accrued Under 
Clai3i of Right. — (a) gene7^al, — (1)^ If, during the taxable^ year, 
the taxpayer is entitled under other provisions of chapter 1 to a cleduc- 
tion of more than $3,000 because of the restoration to another of an 
item which was included in the taxpayer’s gross income for a prior 
taxable year (or years) under a claim of right, the tax imposed by 
chapter 1 for the taxable year shall be the tax provided in para- 
graph (b). 

(2) For the purpose of this section ^‘income included under a claim 
of right” means an item included in gross income because it appeared 
from all the facts available in the year of inclusion that the taxpayer 
had an unrestricted right to such item, and ^h^estoration to another’^ 
means a restoration resulting because it was established after the close 
of such prior taxable year (or years) that the taxpayer did not have 
an unrestricted right to such item (or portion thereof). 

(3) For purposes of determining whether the amount of a deduc- 
tion described in section 1341(a) (2) exceeds $3,000 for the taxable 
year, there shall be taken into account the aggregate of all such de- 
ductions with respect to each item of income (described in section 
1341(a) (1)) of the same class. 

(b) Betermmaticm of^ tax, — (1) Under the circumstances de- 
scribed in paragraph (a) of this section, the tax imposed by chapter 1 
for the taxable year shall be the lesser of— 

(i) The tax for the taxable year computed under section 1341 
(a) (4) 5 that is, with the deduction taken into account, or 

(ii) The tax for the taxable year computed under section 1341 
(a) (5), that is, without taking such deduction into account, minus 
the decrease in tax (under chapter 1 of the Internal Revenue Code 
of 1954 or under chapter 1 (other than subchapter E) of the In- 
ternal Revenue Code of 1939 or under the corresponding provisions 
of prior revenue laws) for the prior taxable year (or years) which 
would result solely from the exclusion from gross income of all or 
that portion of the income included under a claim of right to which 
the deduction is attributable. For the purpose of this subdivision, 
the amount of the decrease in tax is not limited to the amount of 
the tax for the taxable year. See paragraph (i) of this section 
where the decrease in tax for the prior taxable year (or yeai's) 
exceeds the tax for the taxable year, 

(2) If the taxpayer computes his tax for the taxable year under 
the provisions of section 1341(a) (5) and subdivision (ii) of subpara- 
graph (1) of this paragraph, the amount of the restoration shall not 
be taken into account in computing taxable income or loss for the tax- 
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able year, including the computation of any net operating loss carry- 
back or carryover or any capital loss carryover. 

(3) If the tax determined under subparagraph (1) (i) of this para- 
graph IS the same as the tax determined under subparagraph (1) (ii) 
of this paragraph, the tax imposed for the taxable year under chapter 
1 shall be the tax determined under subparagraph (1) (i) , and section 
1341 and this section shall not otherwise apply. 

^ (c) A.'p plication to deductions which wpe ccipitod in notuTe. — 
Section 1341 and this section shall also apply to a deduction which is 
capital 111 nature otherwise allowable in the taxable year. If the de- 
duction otherwise allowable is capital in nature, the determination 
of whether the taxpayer is entitled to the benefits of section 1341 and 
this section shall be made without regard to the net capital loss limita- 
tion imposed by section 1211, For example, if a taxpayer restores 
$4,000 in the taxable year and such amount is a long-term capital loss, 
the taxpayer will, nevertheless, be considered to have met the $3,000 
deduction requirement for purposes of applying this section, although 
the full amount of the loss might not be allowable as a deduction for 
the taxable year. However, if the tax for the taxable year is computed 
with the deduction taken into account, the deduction allowable will be 
subject to the limitation on capital losses provided in section 1211, and 
the capital loss carryover provided in section 1212. 

(d) Determination of decrease in tax for prior taxable years , — 
(1) Prior taxable years. — The prior taxable year (or years) 
referred to in paragraph (b) of this section is the year (or years) in 
which the item to which the deduction is attributable was included in 
gross income under a claim of right and, in addition, any other prior 
taxable year (or years) the tax for which will be affected by the ex- 
clusion from gross income in such prior taxable year (or years) of such 
income. 

( 2 ) Amount of exclusion from gross income in prioT taxable years . — 

(i ) The amount to be excluded from gross income for the prior 
: taxable year (or years) in determining the decrease in tax under 

section 1341(a) (5)(B) and paragraph (b)(1) (ii) of this section 
shall be the amount restored in the taxable year, but shall not ex- 
ceed the amount included in gross income in the prior taxable year 
( or years under the claim of right to which the deduction for the 
restoration is attributable, and shall be adjusted as provided in 
subdivision (ii) of this subparagraph. 

(ii) If the amount included in gross income for the prior tax- 
able year (or years) under the claim of right in question was re- 
duced in such year (or years) by a deduction allowed under section 
1202 (or section 117(b) of the Internal Eevenue Code of 1939 or 
corresponding provisions of prior revenue laws) , then the amount 
determined under subdivision (i) of this subparagraph to be ex- 
cluded from gross income for such year ( or years) shall be reduced 
in the same proportion that the amount included in gross income 
under a claim of right was reduced. 

(iii) The determination of the amount of the exclusion from 
gross income of the prior taxable year shall be made without regard 
to the capital loss limitation contained in section 1211 applicable 
in computing taxable income for the current taxable year. The 
amount of the exclusion from gross income in a prior taxable year 
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(or years) shall not exceed the amount which would, but for tlie 
application of section 1211, be allowable as a deduction in the tax- 
able year of restoration. 

(iT) The rule provided in subdivision (iii) of this siibi)aragTapIi 
may be illustrated as follows : 

Exanvple, For the taxable year 1952, an individual taxpayer had 
long-term capital gains of $50,000 and long-term capital losses of 
$ 10 , 000 , a net long-term gain of $40,000. He also had other income 
of $5,000. In 1956, taxpayer restored the $50,000 of long-tcriu gain. 
He had no capital gains or losses in 1956 but had other income of 
$5,000. If his tax liability for 1956, the taxable year of restoration, 
is computed by taking the deduction into account, the taxf^ayer 
vcoiild be entitled to a deduction under section 1211 of only $l,b00 
on account of the capital loss. However, if the taxpayer com))utes 
Ms tax under section 1341(a) (5) and paragraph (b) (i) (ii) of this 
section, it is necessary to determine the decrease in tax for 1952. 1 u 
such a determination, $50,000 is to be excluded from gross income 
for that year, resulting in a net capital loss for that year of $10,000, 
and a capital loss deduction of $1,000 under section 117(d) of the 
1939 Code (corresponding to section 1211 of the 1954 Code) with, 
carryover privileges. The difference between the tax previously 
determined and the tax as recomputed after such xclusion for tlu 3 
Tears affected will be the amount of the decrease. 

, Determination of amount of deduction attnihutahTe to trrioT 
tax able years . — 

(i) If the deduction otherwise allowable foi’ the taxable year 
relates to income included in gross income under a claim of r'iglit 
in more than one prior taxable year and the amount attributable 
to each such prior taxable year cannot be readily identified, then 

taxable year shall be 
that pioportion of the deduction otherwise allowable' for the tax- 
nf ’^^'^^‘^ythe amount of income included under the claim 

nf . f ctf bears to the total 

pri?r taiable'Xs “ ' " "''"b 

nifLmSsSlKSi" of this subparagraph 

OT^ ?pfriod of "tfelxable So 

attributable to a-p amount of deduction 

AccordiiiMy the cannot be identified, 

taSblf yla? isf deduction attributable to each prior 

1952-i?6,750x||g=5p5oo 
1058— §e,750X =,$3_000 

1951^$e,7o0xgg=$2,250 
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(4) Computation of amount of decrease in tax.— 

(i) In computing the amount of decrease in tas for a prior 
taxable year (or years) resulting from, the exclusion from gross 
income of the income included under a claim of right, there must 
first be ascertained the amount of tax previously determined for 
the taxpcuver for such prior taxable year (or years). The tax 
previously determined shall be the sum of the amounts shown 
by the taxpayer on his return or returns, plus any amounts which 
have been previously assessed (or collected without assessment) as 
deficiencies or which approximately should be assessed or collected, 
reduced by the amount of any refunds or credits which have pre- 
viously been made or which appropriately should be made. After 
the tax previously determined has been ascertained, a recomputa- 
tion must then be made to determine the decreas in tax, if any, 
resulting from the exclusion from gross income of all or that por- 
tion of the income included under a claim of right to which the 
deduction otherwise allowable in the taxable year is attributable. 

(ii) No item other than the exclusion of the income previously 
included under a claim of right shall be considered in computing 
the amount of decrease in tax if reconsideration of such other 
item is prevented by the operation of any provision of the internal 
revenue laws or any other rule of law. However, if the amounts 
of other items in the return are dependent upon the amount of 
adjusted gross income, taxable income, or net income (such as 
charitable contributions, foreign tax credit, deductions for deple- 
tion, and net operating loss) , appropriate adjustment shall be made 
as part of the computation of the decrease in tax. For the purpose 
of determining the decrease in tax for the prior taxable year (or 
years) which would result from the exclusion from gross inconie of 
the item included under a claim of right, the exclusion of such item 
shall be given effect not only in the prior taxable year m which it 
was included in gross income but in all other prior taxable years 
affected by the inclusion of the item (for example, prior taxable 
years affected by a net operating loss carryback or carryover or 

capital loss carryover). . , , t, -n + 4.„;i 

(iii) The rules provided in this subparagraph may be illustrated 

^r}}amvle (!') For the taxable year 1954, a corporation had Ux- 
able income of $35,000, on which it paid a tax of $12,700. Included 
in o-ross income for the year was $20,000 received under a claim of 
ricrht as royalties. In 1957, the corporation is required toj^turn 
‘fil'o 000 of the royalties. It otherwise has taxable income m 19 7 
S Soo srthTwithou^ the application of section 1341 it hp a 
net operating loss of $5,000 in that year. Facts also come to hght 
in 195^7 which entitle the corporation to an 

‘Rb 000 for 1954. When a computation is made under § 1.1341^d; 
( 1) (i) , the corporation has no tax for the taxable year 

a computation is made under § Lge^ 

1957 without taking the restoration into accouiit, is $1,500, based 
in a taSble incomt of $5,000. The decrease in tax for 1954 is 
computed as follows: 
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Tax shown on return for 1954 $12,700 

Taxable income for 1954 upon which tax shown on return was based. . $35,000 
Less: Additional deduction (on account of which credit or refund 
could be made) 5,000 

$30,000 

Tax on $30,000 (adjusted taxable income for 1954) 10,100 

Tax on $30,000 (adjusted taxable income for 1954) $10,100 

Taxable income for 1954, as adjusted $30,000 

Less exclusion of amount restored 10,000 

Taxable income for 1954 by applying § 1.1341-1 (b) (1) (ii) . . . $20,000 

Tax on $20,000 0,000 

Decrease in tax for 1954 by applying § 1.1341-1 (b) (1) (ii) $4,100 

Tax for 1957 without taking the restoration into account 1,500 


Amount by which decrease exceeds the tax for 1957 computed without 
taking restoration into account $2,000 

(The $2,600 is treated as having been paid on the last day pre- 
scribed by law for the payment of the tax for 1957 and is available 
as a refund. In addition the taxpayer has made an overpayment 
of $2,600 ($12,700 less $10,100) for 1954 because of the additional 
deduction of $5,000.) 

Example {2). Assume the same facts as in example (1) except 
that,^ instead of the corporation being entitled to an additional de- 
duction of $5,000 for 1954, it is determined that the corporation 
mlecl to include an item of $5,000 in gross income for that year. 
The decrease in tax for 1954 is computed as follows : 

Tax shown on return for 1954 $12,700 

Taxable income for 1954 upon which tax shown on return was based . .~$351)00 
Flus. Additional income (on account of which deficiency assessment 
could be made ) ^ qqq 

'^^tal s ;40 noo 

Tax on $40,000 (adjusted taxable income for 1954) ..!.*!!! 1 . ^IS’SOO 

Tax on $40,000 (adjusted taxable income for 1954) 

Taxable income for 1954 as adjusted V 40 000 ’ 

Less exclusion of amount restored 30,000 

§ 1.1341-l(b) (1) (li) . . . . $30,000 

Decrease in tax for 1954 by applying § 1.1341-1 (b) (1) tii) <Rr, <>nn 

Tax for 1957 without taking the restoration into account. '^I’soo 

Amount by which decrease exceeds the tax for 1967 computed without 
taking the restoration into account yuieu wiuiout 


$3,700 


is treated as having been paid on the last dav nr 
scribed by law for the payment of the tax for 


aTa “Sid In adrHt^ available 

fill SoKsd? 700 ? I ^ deficiency of $2,600 

$5,000.) ^ 1954 because of the additional income of 

abk?n?!?ml?f ^ corporation had tax- 

aoie income of $2o,000, on which it paid a tax of $7,500. Included 
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in gross income for the year was $10,000 received under a claim of 
right as commissions. In 1956, the corporation is required to return 
$5,000 of the commissions. The corporation has a net operating 
loss of $10,000 for 1956, excluding the deduction for the $5,000 
restored. When a computation is made under either § 1.1341-1 (b) 
(1) (i) or § 1.1341— 1(b) (1) (ii), the corporation has no tax for the 
taxable year 1956. The decrease in tax for 1954 is computed as 
follows : 


Tax .sliowii on return for 1954 ST,500 


Taxable income for 1954 upon which tax shown on return was based. . $25,000 
Less : Additional deduction (on account of net operating loss carryback 
from 195()) 10,000 


Net income as adjusted $15,000 

Tax on $15,000 (adjusted taxable income for 1954) 4,500 


Tax on $15,000 (adjusted taxable income for 1954) $4,500 

Taxable income for 1954, as adjusted $15,000 

Less: Exclusion of amount restored 5,000 


Taxable income for 1954 by applying § 1.1341-1 (b) 

(1) (ii) $10,000 

Tax on $10,000 ^,000 

Decrease in tax for 1954 by applying § 1.1341-1 (b) (1) (ii) . $1,500 
Tax for 1956 without taking the restoration into account none 

Amount by which decrease exceeds the tax for 1956 computed with- 
out taking the restoration into account $1,500 

(The $1,500 is treated as having been paid on the last day pre- 
scribed by law for the payment of the tax for 1956 and is available 
as a refund. In addition, the taxpayer has an overpayment of 
$3,000 ($7,500 less $4,500) for 1954 because of the net operating loss 
deduction of $10,000.) 

Example {k). For the taxable year 1946 a married man with no 
dependents, who kept his books on the cash receipts and disburse- 
ments basis, filed a return (claiming two exemptions) disclosing ad- 
lusted gross income of $42,000, deductions amounting to $12,000, and 
li net income of $30,000. Gross income included among other items 
sal aiy in the amount of $15,000 and rental income m the amount o 
$5,000. During the taxable year he donated $10,000 to tlie -^“erman 
Red Cross and in his return claimed a deduction of $6,300 on account 
thereof, representing the maximum deduction the 

15-percent limitation imposed by section 23 (o) of the Internal Re 
nue Code of 1939 for the year 1946. In computing his net mconie he 

omitted interest income amounting to Rs 

deduction for interest paid m the amount of $4,500. ihe leturn ois 

1955, after the expiration of the period of Xg if® 

oocspoompTit of a deficiency or the allowance of a refimd for 1946, tne 

taxpayer had to restore the $ 5,000 included in “ITrole 

1946 as rental income. The amount of the decrease m tax for 1946 

is $2,467.62, computed as follows : 
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Tax previously determined for 194C .$11 ,S)70.()0 


Xer income for 1946 upon which tax previously determined was 

based Jf30,()(»0.00 

Less: Kents included under claim of right b, 090.00 

Balance ,$25,000.00 

Adjustment for contributions (add 15 percent of $5,000) 750.00 

Xet income as adjusted $25,750.00 

Tax on $25,750.00 0,502.:,iS 


Amount of decrease in tax for 1946 : 

Tax previously determined $11,970.00 

Tax as recomputed i 1,502.98 

Decrease in tax $2,4()7.<J2 


The recomputation to determine the amount of the decrease in tax foi- 1940 
does not take into consideration the barred item of $6,000 representing interest 
received, which was omitted from gross income, or the barred item of $4,500 
representing interest paid for which no deduction was allowed. See subdivi- 
sion (ii) uf this subparagraph. 


(e) Method of accounting , — -The provisions of section 1841 aiul 
tins section shall be applicable in the case of a taxpayer on the tausli 
receipts and disbursements method of accounting only to the taxable 
tear in wdiich the item of income included in a prior year (or years) 
under a claim of right is actually repaid. Howevei‘, in the case of 
taxpay er on the cash receipts and disbursements method of accounting 
itnoconstiaictiYely received an item of income under a claim of riglit 
aiicl included such item of income in gross income in a prior year (or 
veap) the provisions of section 1341 and this section shall be applica^ 
Die to the taxable year in which the taxpayer is required to relinquisli 
^9 receive such item of income. Such provisions shall he 
of other taxpayers only to the taxable year 
lie d k tpable year (under the method of accounting 

taxpayer in computing taxable income) for taking mix> 
resulting from the restoration of the item of 

f ^ of right, 

hor example, if the taxpayer is on an accrual method of accoiinfnio’ 

mk8a ciaFm & r4ht ® repayment of the item included 

,>!^7 stock , in trade, and property held mi- 

for sale ^n the ordinary courle of trade or 
I ^™°rints specified in subparagraph ( 2 ) of this mra 

and'ihis'lecro^ dt nit ap^Sy io 
aeauctioiib attributable to items which were included in o-ross hu'omp 

included in the inventory ofketoprySf on 

prior taxable year) or pronertv h^rl^htr fP + the close of the 

sale to customirs 4 thfoSiv cl^^e primarily for 

business. This section is thOTef^r^ w ^ taxpayer’s trade or 
and allowances and similA items ’ ^PPiicable to sales returns 

8 r,C“, rr""' ““ w'y to 
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tions wliicli arise out of refunds or repayments made by a regulated 
public utility, as defined in section 1503(c) (1) or (3) and § 1.1502-2 

(g), if such refunds or repayments are required to be made by the 
government, political subdivision, agency, or instrumentality referred 
to in such section. Thus, deductions attributable to refunds of charges 
for the sale of natural gas under rates approved temporarily by a 
p)roper governmental authority are eligible for the benefits of section 
loti and this section, if such refunds are required by the governmental 
authority. 

(g) Bad debts , — The i)rovisions of section 131:1 and this section 
do not apply to deductions attributable to bad debts. 

(h) Legal fees arid other ea:pemes . — Section 1341 and this sec- 
tion do not apply to legal fees or other expenses incurred by a tax- 
payer in contesting the restoration of an item previously included in 
income. This rule may be illustrated by the following example : 

Example, A sold his personal residence to B in a prior taxable 
year ancl realized a capital gain on the sale. C claimed that under 
an agreement with A he was entitled to a 5-percent share of the pur- 
chase price since he brought the parties together and was instru- 
mental in closing the sale. A rejected C’s demand and included the 
entire amount of the capital gain in gross income for the year of sale. 
C instituted action and in the taxable year judgment is rendered 
against A who pays C the amount involved. In addition, A pays 
legal fees in the taxable year which were incurred in the defense of 
the action. Section 1341 af>plies to the payment of the 5-percent 
share of the purchase pidce to C. However, the payment of the legal 
fees, whether or not otherwise deductible, does not constitute an item 
restored for purposes of section 1341(a) and § 1.1341-1 (a). 

(i) Ee funds , — If the decrease in tax for the prior taxable year 
(or years) determined under section 1341(a) (5) (B) and paragraph 
(b) (1) (ii) of this section exceeds the tax imposed by chapter 1 for the 
taxable year computed without the deduction, the excess shall be con- 
eiclered to be a payment of tax for the taxable year of the deduction. 
Such payment is deemed to have been made on the last day pi'escribed 
by law for the payment of tax for the taxable year and shall be re- 
funded or credited in the same manner as if it were an overpayment 
of tax for such taxable year. 


§ 1.1342 Statijtort Provisions; Computation of Tax Where 
Taxpayer Recovers Substantial Amount Held by Another Under 
Claim op Eight. 


S5UP 1342 COMPUTATION OP TAX WHERE TAXPAYER RECOVERS 
SEC. 1342. AAIOUNT HELD BY ANOTHER LENDER 

CLAIM OP RIGHT. 

('a') General Rule;— I f — . ^ 

(1) an item was aedncted from gross income for a Pju>r taxable jear 
(or years) because it appeared that another person, held an nnrestnct^ 
right to such item as a result of a court decision in a patent infringe- 
ment suit (whether or not the taxpayer is a party to such suit) ; and 

(2) gross income is increased for the taxable year because it was 

established after the close of such prior taxable year (or that 

such other person did not have an unrestricted right to such item or 
t^a portion of such item because of the subsequent reversal of such 

§ 1.1342 



492 


court decision on tiie ground that such decision was indiieed by fraud 
or undue influence ; and 

(3) the amount of such increase in gross income exceeds ip3,000, tluai 
the tax imposed by this chapter for the taxable year shall be tiie k\sser 

of the following: 

(4) the tax for the taxable year computed with the gross income so 
increased ; or 

(5 1 an amount equal to — 

(A) the tax for the taxable year computed without such imna^ase 
in gross income, plus 

(B) the increase in tax (including interest) under this chapteu’ 
(or the corresponding provisions of prior revenue laws) for tlu' prior 
taxable year (or years) which would result solely from the elimina- 
tion of such item (or portion thereof) as a deduction from gross 
income for such prior taxable year (or years). 

(b) Special Rule.-— For purposes of subsection (a) (5) (B) interest shall 
be computed from the due date of the return for such prior taxal)le y<'a r 
to the due date of the return for the taxable year. 

[Added to the InterDal Eevenue Code of 1954 by sec. 3 of P L 384 S4tli ConLn-fvMq 
effective for taxable years beginning after December 31, 1954] ’ congu ss, 

§ 1.134^1 Computation of Tax Where Taxpayer Uecovers Sxtk- 
STAXTUiL Amount Held by Another Under Claim op Right • Effj.’c- 
th-e Date.— Section 1342 shall apply with respect to taxable yeaVs 
beginning after December 31, 1954. ^ 


OTHER LIMITATIONS 

fIerI^Ta Pkovisions ; Recovery of Unconstitutional 

SEC. 1346. RECOVERY OF UNCONSTITUTIONAL FEDERAL TAXES. 

Income (excluding interest) attributable to the reeoverv durin<>' the t-,v' 
able j-ear of a tax imposed by the United States XS has be > A 
unconstitutional, and in respect of which a deductira was ailowe.i h, 
year, may be excluded from gross income for the taxahle vo-n* 

ment, even though the statutorv ueriori fnr from such trejit- 

deficiency had efplred%eLre t?e ^fifing o? 

§ 1.1346-1 ReCOITTIY OF UnCONSTITUTIONAT Tayt^c, r 

taxpayer who recovers unconstitutionarTr'ArD 
yhich were paid or accrued and for which a deduction 
in a pnort axable year may elect as nrn^ Af ■ ^ allowed 

this section, to exclude thelLonie VScWe nf ntif 
to such recovery from his groTs income i^^ attributable 

covery. Any such exclusion^of income is subiLt tnTi?^® 

of section 1346 and this section. ^ subject to the requirements 
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statutory period for the assessment of a deficiency has expired will 
be opened only for the purpose of reducing the deduction allowed 
for the unconstitutional Federal tax and assessing the resulting de- 
ficiency or deficiencies, if any, (An election under section 1346 may 
be made only if the taxpayer consents in writing to such assessment. 
See paragraph (b) of this section.) other adjustment will be 
allowed. 

(3) If the disallowance of the deduction allowed in respect of a 
prior taxable year results in a deficiency for that year, the deficiency 
will be assessed against the taxpayer within the period agreed upon 
between the taxpayer and the district director with respect to the tax- 
able year of the prior deduction, even though the statutory period 
for the assessment may have expired prior to the filing of the consent. 

(4) If a taxpayer does not elect under the provisions of section 
1346 and this section to exclude the tax recovered from gross income 
in the taxable year of recovery, the tax recovered shall, from the 
standpoint of its inclusion in or exclusion from gross income, be gov- 
erned by the provisions of section 111. 

(b) Manner of making election. — (1) The election provided for 
in paragraph (a) of this section shall be made by the taxpayer filing 
a statement in writing that he elects to treat the deduction allowed in 
a prior taxable year for the unconstitutional tax as not having been 
allowable for such taxable year. Such a statement must be filed with 
the taxpayer’s return for the taxable year in which the recovery of 
the unconstitutional tax or taxes occurs. Ho other method of mak- 
ing the election is permitted. The statement of election must con- 
tain a description of the tax recovered, the date of recovery, the tax- 
able year in which paid or accrued, and the taxable year for which 
the deduction was allo^ved. The statement of election must also con- 
tain a statement signifying the taxpayer’s consent (i)^ to treat the 
deduction or portion thereof allowed in a prior year with r^pect to 
the unconstitutional tax as not allowable for that year and (ii) to the 
assessment, in respect of the taxable year for which the deduction 
was allowed, of any deficiency, together with interest thereon as pro- 
vided by law, resulting from disallowance of the deduction or portion 
thereof, even though the statutory period for the assessment of any 
such deficiency may have expired before the filing of such consent. 

(2) The term “recovery,” as used in this section, includes not only 
x“efund or credit of taxes previously paid, but also the cancellation 
of a purported tax liability which was accrued and deducted for a 
prior taxable year but never actually paid. 

§ 1.1347 Statutokt Provisions; Claims Against United States 
Involving Acquisition of Property. 


SEC 134T. CLAIMS AGAINST UNITED STATES INVOLVING ACQUI- 
SITION OF PKOPERTY. 

In the case of amount (other than interest) received by a tapayer from 
the United States with respect to a claim against the United States involv- 
ing the acquisition of property and remaining 

years, the tax imposed by section 1 attributable to such receipt shall not 
exceed 30 percent of the amount (other than interest) so leceived. 


459586 '*— 58 - 


■32 
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§ 1.1347-1 Tax on Ceetain Amounts Received From the United 
States. — (a) In tlie case of an amount (other than interest) received 
from the United States by an individual under a claim involving 
acquisition of property and remaining unpaid for more than 15 years, 
the tax imposed by section 1 attributable to such amount shall not 
exceed 30 percent of the amount (other than interest) so received. 
For the purpose of section 1347 and this section, such amount shall 
not include any amount received from the United States which con- 
stitutes interest, whether such interest was included in the claim or 
in any judgment thereon or has accrued on such judgment. 

(b) To determine the application of section 1347 and this section 
to a particular amount, the taxpayer shall first compute the tax 
imposed by section 1 upon his entire taxable income, including the 
amount specified in paragraph (a) of this section, 'without regard 
to the limitation on tax provided in section 1347. The proportion 
of the tax, so computed, indicated by the ratio which the taxpayer’s 
taxable income attributable to the amount specified in paragraph (a) , 
computed as prescribed in paragraph (c) of this section, bears to his , 
total taxable income, is the portion of the tax attributable to such 
amount. If this portion of the tax exceeds 30 percent of the amount 
specified in paragraph (a), that portion of the tax shall be reduced 
to 30 percent of such amount. 

(c) In determining the portion of the taxable income attributable 
to any amount specified in paragraph (a), the taxpayer shall allocate 
to such amount received and to the gross income derived from all 
other sources, the expenses, losses, and other deductions properly 
attributable thereto, and shall apply any general expenses, losses, 
and other deductions (which cannot be properly apportioned other- 
wise) ratably to the gross income from all sources. The amount 
specified in paragraph (a), less the deductions |)roperly attributable 
thereto and less its proportion of any general deductions, shall be 
the taxable income attributable to such amount. The taxpayer shall 
submit with his return a statement fully explaining the manner in 
which such expenses, losses and deductions are allocated or ap- 
portioned. 

WITHHOLDING OF TAX ON NONRESIDENT ALIENS AND FOREIGN 
CORPORATIONS AND TAX FREE COVENANT BONDS 

Nonresident Aliens and Foreign Corporations 

§ 1.1441 Statutory Provisions ; Withholding of Tax on Non- 
resident Aliens. * ^ * 

[In § 1.1441, section 1441(c) as set forth in a previously issued pamphlet in this series 
(Publication No. 329-2, page 523} was amended by T.D. 6229 by adding a new paragraph 
(6) at the end thereof as set forth below.] 

(6) Per diem op certain aliens.— No deduction or withholding under 
subsection (a) shall be required in the case of amounts of per diem for 
subsistence paid by the United States Government (directly or by con- 
tract) to any nonresident alien individual who is engaged in any program 
of training in the United States under the Mutual Security Act of 1954, 
as amended. 

[T.D. 6229 also provides for the insertion of the following historical . note at the end 
of section 1441.] 

[Sec. 1441, I. R. C. 1954, as amended by sec. 54(f) of Mutual Security Act 1954 added 
by see. 11(a), Mutual Security Act 1956.] 

§ 1.1347-1 (a) 
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§ l.lMl-4 Exemptions prom Withholding. — "" * * 

[Section 1.1441-4 as set forth in a preTiously issued pamphlet in this series (Publication 
No. o29-2, page 529) was amended by T.D. 6229 by adding a new oaragrapb (e) at the 
end thereof as set forth below'.] 

(e) Per diem of certam alien trainees ^ — Effective with respect to 
payments made on and after July 18, 1956, withholding is not required 
under section lUl (a) or § 1.1441--1 in the case of amounts of per diem 
for subsistence paid by the United States Government (directly or by 
contract) to any nonresident alien individual who is engaged in any 
program of training in the United States under the Mutual Security 
Act of 1954, as amended (22 U. S. C. ch. 24). This rule shall apply 
even though such amounts are subject to tax under section 871. 

§ 1.1441-5 Claiming United Sta^s Citizenship or Residence. — 

ffs S|J 


[Paragraph (e) of § 1.1441-5 as set forth in a previously issued pamphlet in this series 
(Publication 329-2, page 530) was deleted by T.D. 02oS, effective with re.speet to payments 
made after December 31, 1956. Paragraphs (d), (e), and (f) thereuf were redesignated 
as paragraphs (e), (d), and G-). re<:pt;0tivr4y, .nnd the following new sentence was added 
at tlie ciid of redesignated p,‘ragra['li lei h 

Nothing in this section shall be construed, however, to require the 
renewal of a statement of citizenship or residence, or of a Form 1078, 
which was filed in accordance with prior regulations in effect at the 
time of the filing, if such statement or form^ has been actively and 
continuously used, since such time, as a^ basis for determining the 
Unitecl States citizenship or residence of the payee involved. 

BELATED ADMINISTBATIVE PBOVISIONS 
Declarations of Estimated Income Tax 


REQUIREMENTS 

§ 1.6015(a) Stattjtort Provisions; Declaration of Estimated 
Income Tax bt Individuals ; Requirement of Declaration. 

SEO 6015. DECLARATION OP ESTIMATED INCOME TAX BX IN- 
DIVIDUALS. 

(a) Requirement of Declaeation.— Every individual (other tlian a 
nonresident alien with respect to whose wages, as defined in section 3401(a), 
withholding under chapter 24 is not made applicable, but meludinto 
alien individual who is a resident of Puerto Rico 

year) shall make a declaration of his estimated tax for taxable 5 ear if 

(1) the gross income for the taxable year can reasonablj be expected 
to consist of wages (as defined in section 3401(a) ) and of not more than 
$100 from sources other than such wages, and can reasonably be expected 

to ^ single individual other than a head 

of a household (as defined in section 1(b) (2) or ^ surviving 
(as defined in section 2(b)) or in the case of a mariied individual 
not entitled to file a joint declaration with his spouse , 

/■R^ ‘sin 000 in the case of a head of a noubeliola (a^ aeA*neti i 
sec ?on 1(b) (2) or fsurvfvlng spouse (as defined in section 2(b) ) : or 

srSe •• 

than $100 Item source, other than ’ 

and can reasonably be expected to exceed the sum ot 
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(A) the amount obtained by midtiplylng $ 000 ^ by the mwaber of 


nr Tn- 


exemptions to which he is entitled under section lol plus 
(B) S400. 

S 1601o(a)-l Declaeations of Estuiated Income Tax in: 
nrra)-CiLS—(a) Eequirement.—K declaration ot estiiuated tax b i.ill 
S^di We^Titi^n of the United States tvhet .et »«< ,,« 

at liome or abroad, every individual residing in le ^ ,‘ .„j 

tliougb not a citizen thereof, every nonresident alien ^ 

dent of Canada, Mexico, or Puerto Eico and who has J „• ' 

to withholding at the source under section o402, and 

dent alien who has been, or expects to be, a resident of 1 ui ito Kit, 

dining the entire taxable year, if — , 

(1) The gross income for the taxable year can reasonably be ex- 
pected to consist of wages (as defined in section 3401 (a) ) and of not 
more than $100 from sources other than such wages, and can res- 

sonablv be expected to exceed — .,,.. 11 x 1 j.i i 1 

(1) $ 0 , 000 , in the case of a single individual other than a Jieaii 
of a household (as defined in section 1(b) (2) or a surviving spouse 
(as defined in section 2(b)) or in the case of a married individual 
not entitled to file a joint declaration with his spouse j 

(ii) $10,000, in the case of a head of a household (as defnied_ in 
section l('b)(2)) or a surviving spouse (as defined in section 
2 (b) ) 5 or 

(iiiy So.OOO, in the case of a married individual entitled viuder 
section 6015 (b) to file a joint declaration witli his spouse, and the 
aggregate gross income of such individual and his spouse for the 
tax£ible year can reasonably be expected to exceed $ 10 , 0 ()(); or 

( 2 ) The gross income can reasonably be expected to iucliide more 
than $100 from sources other than wages (as defined in section 84:01 

(a)) and can reasonably be expected to exceed the sum of* — 

(i) The amount obtained by multiplying $600 by the nuanber of 
exemptions to which he is entitled under section 151 plus 

(ii) $400. 

(b) Income of child, — In estimating his gross income for the tax- 
able year a part should not take into account the income of lus minor 
child" Such income is not includible in the gross income of the parent. 
See section 7B and § 1.73-1. 

(c) Exemption of spouse, — For the puipose of determining 
whether a declaration of estimated tax is required under the ])ro- 
visioiis of paragraph (a) ( 2 ) of this section, a married person filing 
a separate declaration may not take into account the exemption of 
his spouse, if his spouse has, or is reasonably expected to have, gross 
income, or is reasonably expected to be the dependent of another 
taxpayer, for the taxable year. 

(d) Nonresident aliens, — ( 1 ) A nonresident alien who is — 

(i) A resident of Canada or Mexico and enters and leaves the 

United States at frequent intervals, or 

(ii) A resident of Puerto Eico, 

and who has wages subject to withholding under section 3402, is 
required to file a declaration of estimated tax if his gross income 
meets the requirements of section 6015(a). In the case of a non- 
resident alien (other than an alien resident of Puerto Eico for the 

§ L6015(a)l(a) 
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entire taxable year) gross income means only gross income from 
sources witliin the United States* See sections 872 and 876 and the 
regulations thereunder. As to wliat constitutes gross income from 
sources witliin the United States, see sections 861 to 861, incliisiTe, 
and the regulations thereunder. Thus, for example, a nonresident 
alien, living in Mexico with his wife throughout 1955, makes his 
return on a calendar year basis. His wife is also a nonresident 
alien. He is employed as an executive in El Paso, Texas, at a salary 
of $8,000 per annum and enters and leaves the United States at 


frequent intervals in fuirsuit of such employment. He has no reason- 
able expectation of any other income from United States sources. 
Since the gross income of such individual derived from sources 
within the United States in 1955 can reasonably be expected ^to 
amount to more than $5,000 (married individual not entitled to file 
a joint declaration with his spouse), a declaration of estimated tax 
must be made by such resident of Mexico for 1955. 

(2) A nonresident alien who has been, or expects to be, a resident 
of Puerto Eico during the entire taxable year is required to file a 
declaration of estimated tax if his gross income meets the require- 
ments of section 6015 (a) . For the purpose of such declaration, gross 
income means gross income from all sources, other than sources within 
Puerto Eico (but including amounts received for services performed 
within Puerto Eico as an employee of the United States or any agency 
thereof). See sections 876 and 933 and the regulations thereunder. 

(e) Examples , — The application of the provisions of this section 
may be illustrated by the following examples : 

Example (7) . H maintains as his home a household which is the 
principal place of abode of himself and his two dependent children. 
H’s wife died in 1953 and he had not remarried. H and his wife 
filed a joint return for 1953. H’s salary from January 1 to June 
30, 1955, is at the annual rate of $9,000. However, effective July 1, 
1955, his annual salary is increased to $12,000, and under the facts 
then existing it is reasonable to assume that his salary for the re- 
maining portion of 1955 will remain unchanged and that his total 
salary for the year will, therefore, be $10,500. Since H is a surviving 
spouse (as defined in section 2(b) ) and his gross income can reason- 
ably be expected to exceed $10,000, he is required to file a declaration 
of estimated tax for 1955. As to when such declaration must be 
filed, see section 6073 and §§ 1.6073-1 to 1.6073-1, inclusive. 

Example (^) . P, a taxpayer making his return on the calendar 
year basis, is married and has two dependent chiMren. Is either his 
wife nor his children have any source of income. P is engaged in the 
practice of his profession on his own account and has gross niconie of 
$600 from such profession for the two months of January and Feb- 
ruary 1955. He reasonably expects that his gross income from his 
profession will continue to average $300 each month throughout^ 
year and that he will have on income from any other source dmin| 
1955. Since P has gross income 'which can for lOoS 
expected to exceed $2,800 ($2,400 for four S’ 

and such income does not constitute wages subject to withholdin,,, 
he is reouired to file a declaration of estimated tax for that yeai. 

ExSe isl S, a married taxpayer, has been regularly em- 

§ 1.6015(a)-l(e) 
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ployed for many years prior to January 1, 1955, at wliicli date liis 
weekly wage is $75. Neither his wife nor his two children have any 
source of income. S also owns stock in a corporation from which he 
has derived regularly formally years prior to 1955, annual dividends 
ranging from $150 to $175. In view of the fact that his gross income 
can reasonably be expected to include more than $100 from sources 
other than wages, and can reasonably be expected to exceed $600 
multiplied by his four personal exemptions plus $400, or $2,800, 
S is required to make a declaration of estimated tax for 1955. 

Example (4 ) . H and W, husband and wife, derive their incoine 
from wages. Their joint savings account nets them less than $50 in 
interest each year. During 1955, H expects to receive wages of 
$7,500, and "W expects to receive wages of $4,500. A declaration is 
required for 1955 since the aggregate gross income of H and W can 
be expected to exceed $10,000. In the event H and W do not file a 
joint declaration, a separate declaration must be filed by H since his 
ginss income can reasonably be expected to exceed $5,000 and the 
aggregate gross income of H and W can reasonably be expected to 
exceed $10,000. 

(f) Declarations made hy agents , — The declaration may be made 
by an agent if, by reason of illness, the person liable for the making 
of the declaration is unable to make it. The declaration may also be 
made by an agent if the taxpayer is unable to make the declaration by 
reason of continuous absence from the United States (including Puerto 
Eico as if a part of the United States) for a period of at least 60 days 
prior to the date prescribed by law^ for making the declaration. When- 
ever a declaration is made by an agent it must be accompanied by the 
prescribed power of attorney. Form 935, except that an agent holding 
a valid and subsiding general power of attorney authorizing him to 
represent his principal in making, executing, and filing the declaration, 
may submit a certified copy thereof in lieu of the authorization on 
Form 935. The taxpayer and his agent, if any, are responsible for the 
declaration as made and incur liability for the penalties provided for 
erroneous, false, or fraudulent declarations. 

§ 1.6015(b) Statutory Provisions; Declaration of Estimated 
Income Tax by Individuals ; J oint Declaration by Husband and 
Wife. 

SEC, 6015. DBCLAEATION OF ESTIMATED INCOME TAX BY IN- 
DIVIDUALS. * * * 

(b) Joint Declaration by Husband and Wife. — In the case of a hus- 
band and wife, a single declaration under this section may be made by 
them jointly, in which case the liability with respect to the estimated tax 
shall he joint and several. No joint declaration may be made if either the 
husband or the wife is a nonresident alien, if they are separated under 
a decree of divorce or of separate maintenance, or if they have different 
taxable years. If a joint declaration is made but a joint return is not 
made for the taxable year, the estimated tax for such year may be treated 
as the estimated tax of either the husband or the wife, or may be divided 
between them. 

§ 1.6015 (b)-l Joint Declaration by Husband and Wife. — (a) 
In general— A. liusband and wife may . make a joint declaration of 
estimated tax even tbough they are not living together. . However^ 

§ 1.6015 (a)-l(f) 
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a joint declaration may not be made if they are separated under a 
decree of divorce or of separate maintenance. A joint declaration may 
not be niade if the taxpayer’s spouse is a nonresident alien ( including 
a nonresident alient who is a bona fide resident of Puerto Eico during 
the entire taxable year) or if his spouse has a different taxable year. 
If the gross income of each spouse meets the requirements of section 
0015 (a), either a joint declaration must be made or a separate decla- 
ration must be made by each. For computation of tax in case of a 
joint return, see § 1.2-1. If a joint declaration is made by husband 
and wife, the liability with respect to the estimated tax shall be joint 
and several. 


(b) Afflication to separate returns . — The fact that a joint decla- 
ration of estimated tax is made by them will not preclude a husband 
and his wife from filing separate returns. In case a joint declaration 
is made but a joint return is not made for the same taxable year, the 
payments made on account of the estimated tax for such year may be 
treated as payments on account of the tax liability of either the hus- 
band or wife for the taxable year or may be divided between them in 
such manner as they may agree. In the event the husband and wife 
fail to agree to a division, such payments shall be allocated between 
them in accordance with the following rule. The portion of such 
payments to be allocated to a spouse shall be that portion of the ag- 
gregate of all such payments as the amount of tax shown on the sep- 
arate return of the taxpayer bears to the sum of the taxes shown on 
the se];)arate returns of the taxpayer and his spouse. 

(c) Death of spouse . — (1) A joint declaration may not be made 
after the deatli of either the husband or wife. However, if it is rea- 
sonable for a surviving spouse to assume that there will be filed a joint 
return for himself and the deceased spouse for his taxable year and 
the last taxable year of the deceased spouse he may, in making a sep- 
arate declaration for his taxable year which includes the period com- 
prising such last taxable year of his spouse, estimate taxable income 
on an aggregate basis and compute his estimated tax in the same 
manner as though a joint declaration has been filed. 

(2) If a joint declaration is made by husband and wife and there- 
after one spouse dies, no further payments of estimated tax on account 
of such joint declaration are required from the estate of the decedent 
The surviving spouse, however, shall be liable for the payment or 
any subsequent installments or the joint estimated tax unless an 
ainendecl declaration setting forth the separate estimated tax tor the 
taxable year is made by such spouse. Such separate estimated tax 
shall be paid at the times and in the amounts determined under the 
rules prescribed in section 6153. For the purpose of (i) such amended 
declaration by the surviving spouse, and (ii) allocating the payments 
made pursuant to the joint declaration between the surviving spouse 
and the legal representative of the decedent m the event a ]omt retuin 
is not filed, the payments made pursuant to the joint declaration ma 
be Svided betw^een the decedent and the surviving spouse m such 
proportion 2 the surviving spouse and the legal representative of 
the Edent may agree. In the event the surviving spouse and the 
*gar?4 the decedent fail to “W' ‘ 

piVments shall be allocated m accordance with the following lule. 
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The portion of such payments to be allocated to the surviving spouse 
shall be that portion of the aggregate amount of such payments as 
the amount of tax shown on the separate return of the surviving 
spouse bears to the sum of the taxes shown on the separate returns 
of the surviving spouse and of the decedent, and the balance of such, 
paj'ments shall be allocated to the decedent. 

tel) Signing of declaration . — A joint declaration of a husband and 
wife shall be signed by both spouses or, if signed by one spouse as 
agent for the other, authorization must accompany the declaration. 
Both spouses, whether oi' not one acts as agent for the otliei', are 
responsible for making the declaration and incur liability for the 
penalties provided for erroneous, false, or fraudulent declarations. 
For provisioi^s relating to the making of declarations by agents, sec 


§ 1.60^ (c) bTATtJTOKT PROVISIONS; DECLARATION OF ESTIMATED 
INCOAIE Tax by Individuals ; Estimated Tax. 

SEC. 6015. DECLARATION OF ESTIMATED INCOME TAX BY IN- 
DIVIDUALS. * * * yj i>i xiM 

f amount which the individual 
e.,nijates> as the amount of the income tax imposed by chapter 1 for the 
amount which the Individual estimates as the sum 
ot anj credits against tax provided by part IV of subchapter A of chapter 1. 

DEEpmoN OF Estimated Tax.— I n the case of an 
ind I ’ ®®t™ated tax” means the amount which the 

chnnVi 1 ""I *\®1 tax imposed by 

he KtnmfS S taxable year, minus the amount which 

he eatmiates as the sum of the credits against tax provided by part 

hv chapter. These credits are those prov^ed 

to tT?withhe d^if 3 withheld on wages) , section 32 frelating 
to rax withheld at source on nonresident aliens and forei mi corpora^ 

tions and on tax-free covenant bonds), section 33 (relatiire- to for- 
eign taxes), section 34 (relating to dividends received 

retiremmt°incom‘f^ (relating to 

in comJStog 

SEC. eom ^ESTIMATED INCOME TAX BY IN- 

. OF Declaration. — The decl^patinn oKoh .i. - 

tment information as the Secretarv nr ^ contain such per- 

laiions prescribe. ^ delegate may by forms or regu- 

lio'^Tix L C™S o?dSSio°I 

(a) “'’ShSXe’'dSaS*tSr*r 7 “t Ekimaxed Tax.- 
vidua, s,.a„ le niaL>on rol“&°»^dro,XmaSi 
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the declaration, the amount of gross income which the taxpayer can 
reasonably be expected to receive or accrue, depending upon the 
method of accounting upon which taxable income is computed, and 
the amount of the estimated allowable deductions and credits to be 
taken into account in computing the amount of estimated tax shall 
be determined upon the basis of the facts and circumstances existing 
as at the time prescribed for the filing of the declaration as well as 
those reasonably to be anticipated for the taxable year. If, there- 
fore, the taxpayer is employed at the date prescribed for filing his 
declaration at a given wage or salary, it should, in the absence of 
circumstances indicating the contrary, be presumed by him for the 
purpose of the declaration that such employment will continue to the 
end of the taxable year at the ■wage or salary received by him as of 
such date. In the case of income other than wages and salary the 
regularity in the payment of income, such as dividends, interest, 
rents, royalties, and income arising from estates and trusts is a factor 
to be taken into consideration. Thus, if the taxpayer owns shares 
of stock in a corporation and dividends have been paid regularly for 
several years upon such stock, the taxpayer in the preparation of his 
declaration should, in the absence of information indicating a change 
in the dividend policy, include the prospective dividends from the 
corporation for the taxable year as well as those actually received 
in such year prior to the filing of the declaration. In the case of a 
taxpayer engaged in business on his own account, there shall be made 
an estimate of gross income and deductions and credits in the light 
of the best available information affecting the trade, business, or 
profession. 

(2) In the case of any individual who can, at the time of the 
preparation of his declaration, reasonably anticipate that his gross 
income will be of such amount and character as to enable him to 
elect upon his return for such year to compute the tax under section 
3 (relating to optional tax), in lieu of the tax imposed by section 1, 
the declaration of estimated tax may be made upon the basis set forth 
in section 3 and § 1.3-1. The filing of a declaration computed upon 
the basis of section 3 shall not constitute the making of ^ an election 
under section 4 (relating to rules for optional tax) nor will it permit 
the filing of a return on the basis of the optional tax under sec- 
tion 3 unless the taxpayer otherwise comes within the provisions of 
sections 3 and 4. For the purpose of computing the tax liability 
in the case of married persons, if the taxable inconae of one spouse 
is determined without regard to the standard deduction, the standard 
deduction is not allowed to either. (See, however, § 1.142-1 (c) for 
exceptions where spouses are legally separated under a decree of 
divorce or separate maintenance.) Hence, where separate declara- 
tions are filed, one spouse should not use section 3 in computing the 
estimated tax unless the other spouse also uses section 3 or employs 
the standard deduction in computing the estimated tax. 

(b) Computation of estimated tax— In computing the estimated 
tax there shall be shown on the declaration — 

(1) The amount estimated as the tax for the taxable year after 
the application of any amounts estimated as the credit for foreign 
taxes, the dividends received credit, the retirement income credit, 
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the credit for partially tax-exempt intei'est, and the credit for tax 

withheld at source, but without regard to the credit under section bl 

for tax withheld on wages ; v. i 

(£) The amount estimated by the taxi^ayer as the credit under 

section 31 for tax withheld on wages ; and 

(3) The excess, if any, of the amount shown under subparagrapli 

(1) of this paragraph over the amount shown under subparagTapn 

(2) of this paragraph, which excess shall be the estimated tax tor 

such taxable year. . i i t 

If the taxpayer so desires, he may include in his declaration an 
amount estimated as the tax on self-employment income imposed by 
section ItOl. 

(c) Use of presGTibed /orm.— Copies of Form 1040-ES will so far 
as possible be furnished taxpayers by district directors. A taxpayer 
will not be excused from making a declaration, however, by tlie fact 
that no form has been furnished to him. ^ Taxpayers not supplied 
with the proiier form should make application therefor to the district 
director in ample time to have their declarations prepared, verified, 
and filed with the district director on or before the date prescribed 
for filing the declaration. If the prescribed form is not available, a 
statement disclosing the amount estimated as the tax, the estimated 
credits, and the estimated tax after deducting such credits should be 
filed as a tentative declaration within the prescribed time, accom- 
panied by the payment of the required installment. Such tentative 
declaration should be supplemented, without unnecessary delay, by a 
declaration made on the proper form. 

§ 1.6015(e) Statutory Provision’s; Declaration of EsTiMiVTED 
Income Tax by Individuals; Amendment of DeclarxItion. 

SEC. 6015. DECLARATION OF ESTIMATED INCOME TAX BY IN- 
DIVIDUALS. * * 

(e) Amendment of Declabation. — ^An individual may make amendments 

of a declaration filed during tlie taxable year under regulations prescribed 

by tbe Secretary or bis delegate. 

§ 1.6015 (e)“l Amendment of Declaration. — In the making of a 
declaration of esthnated tax, the taxpayer is required to take into 
account the then existing facts and circumstances as well as those 
reasonably to be anticipated relating to prospective gross iitcome, 
allowable deductions, and estimated credits for the taxable year. 
Amended or revised declarations may be made in any case in which 
the taxpayer estimates that his gross income, deductions, or credits 
will differ from the gross income, deductions, or credits reflected in 
the previous declaration. An amended declaration may also be made 
based upon a change in the number of exemptions to which the tax- 
payer may be entitled for the then current taxable year. However, 
only one amended declaration may be filed during any interval 
between installment dates. See § 1.6073— 1(d). An amended declara*^ 
tion may be filed jointly by husband and wife even though separate 
declarations have previously been filed. An amended declaration 
may be made on either Form 1040-ES (marked ‘^'Amended'') or on 
rwerse side of the Statement of Account or Notice of Payment 
Due furnished the taxpayer by the district director. See, however, 

§ 1.6015 (d)-l(c) 
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Pax^agrapli (c) of § 1.6015 (d)-l for procedure to be followed if the 
PX'escribed form is not available. 

§ 1.6015(f) Statutory Provisions; Declaration oe Estimated 
I^^ coME Tax by Individuals ; Return as Declaration or Amendment. 

SEC. 6015. DECLARATION OF ESTIMATED INCOME TAX BY IN- 
DIVIDUALS. * * 

(f) Return as Declaration or xImendment. — If on or before January 
3X (or February 15, in the case of an individual referred to in section 
6073(b), relating to income from farming) of the succeeding taxable year 
tlae taxpayer files a return, for the taxable year for which the declaration 
is required, and pays in full the amount computed on the return as pay- 
able, then, under regulations prescribed by the Secretary or his delegate — 

(1) if the declaration is not required to be filed during the taxable 
year, but is required to be filed on or before January 15, such return 
shall be considered as such declaration; and 

(2) if the tax shown on the return (reduced by the sum of the credits 
against tax provided by part IV of subchapter A of chapter 1) is greater 
than the estimated tax shown in a declaration previously made, or in 
the last amendment thereof, such return shall be considered as the 
amendment of the declaration permitted by subsection (e) to be filed 
on or before January 15. 

§ 1.6016 (f)-l Return AS Declaration OR Amendment. — (a) Time 
fo'T filing return, — (1) If the taxpayer files his return for the calen- 
year on or before January 31 (or February 15, in the case of an 
imdLividual referred to in section 6073(5), relating to income from 
f a-x^ming) of the succeeding calendar year (or if the taxpayer is on a 
fiscal year basis, on or before the last day of the first month (in the 
case of a farmer, the 15th day of the second month) immediately 
sizeceeding the close of such fiscal year), and pays in full the amount 
coiaaputed on the return as payable, then — 

(i) If the declaration is not required to be filed during the tax- 
able year, but is required to be filed on or before January 15 of 
tbe succeeding year (or the date corresponding thereto in the case 
of a fiscal year) , such return shall be considered as such declaration ; 
or 

(ii) If a declaration was filed during the taxable year, such 
ireturn shall be considered as the amendment of the declaration 
j>ermitted by section 6015(e) to be filed on or before January 15 
of the succeeding year (or the date corresponding thereto in the 
case of a fiscal year) . 

Hence, for example, an individual taxpayer on the calendar year 
basis who, subsequent to September 1, 1955, first meets the pquire- 
xrrents of section 6015(a) which necessitate the filing of a declai'ation 
fox* 1955, may satisfy the requirements as to the filing of such declara- 
tion by filing his return for 1955 on or before January 31, 
'(February 15, 1956, in the case of a farmer), and paying in tull at 
■fclxc time of such filing the tax shown thereon to be payable. Dike- 
■wise, if a taxpayer files on or before September 15, 1955, a timely 
cioclaration for such year and subsequent thereto and on or beioi^ 
January 31, 1956, files his return for 1955, and pays at the time of 
sixch filing the tax shown by the return to^ be payable, such return 
slxfill be treated as an amended declaration timely filed. ^ 

(2) For the purpose of section 6015(f) a taxpayer may hie his 
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return on or before the last day of the first month f ollowin| 2 f the close 
of the taxable year even though he has not been furnished F orm W~2 
by him employer. In such case the taxpayer shall compute, ^ as ac- 
curately as possible, his wages for such year and the tax withheld 
for which he is entitled to a credit, reporting such wages and tax on 
his return, together with all other pertinent information necessary 
to the determination of his tax liability for such year. 

(b) Effect on addition to the tax, — Compliance with the provisions 
of section 6015(f) will enable a taxpayer to avoid the addition to the 
tax imposed by section 6654 with respect to an underpayment of the 
installinent not required to be paid until January 15 of the succeeding 
calendar year (or the corresponding date in the case of a fiscal year) . 
With respect to an underpayment of any earlier installment, com- 
pliance with section 6015(f) will not relieve the taxpayer from the 
addition to the tax imposed by section 6654. However, the period of 
the underpayment under section 6654(c), with respect to any earlier 
installment, will terminate on J aniiary 15 of the succeeding calendar 
year (or the corres]3onding date in the case of a fiscal year). For 
example, a taxpayer discovers on January 14, 1956, that he has under- 
paid his estimated tax for the calendar year 1955. He may, in lieu 
of filing anamencled declaration on January 15, 1956, and paying the 
balance of the estimated tax determined thereon, file his final return 
on January 31, 1956, mid pay in full the amount computed thereon 
as payable. By so doing, he will avoid the addition to the tax with 
respect to the underpayment of the installment required to be paid 
by January 15, 1956. The periods of underpayment, under section 
6654 (c)^, as to the installments required to be paid on April 15, 1955, 
June 15, 1955, and September 15, 1955, also terminate on January 
15, 1956. . 

§ 1.6015(g) Statutory Provisions; Declaration of Estimated 
Income Tax by Individuals ; Short Taxable Years. 

SEC. 6015. declaration OP ESTIMATED INCOME TAX BY IN- 
DIVIDUALS. * « * 

(g) Short Taxable Years. — ^An individual with a taxable yeai* of less 
than 12 months shall mahe a declaration in accordance with regulations 
prescribed by the Secretary or his delegate. 

§ 1.6015(g)— 1 Short Taxable Years of Individuals. — (a) 
giiwement of dectavation, — 'No declaration may be made for a period 
of more than 12 months. For purposes of this section a taxable year 
of 52 or 53 weeks, in the case of a taxpayer who computes his taxable 
income ui accordance with the election permitted by section 441(f) 
shall be deenmd a period of 12 months. For special rules aft’ecting 
the time for filing declarations and paying estimated tax by such a 
ta^a^rer, see § 1.441-2 (b). A separate declaration for a fractional 
part ox a year is required where, for example, there is a change, with 
the approval of the Commissioner, in the basis of computing taxable 
mcome from une taxable year to another taxable year. The periods 
to be by such separate declarations in the several cases are 

those set forth in section 443. No declaration is required if the short 
taxable year is — 

(1) A period of less than four months, 
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(2) A j3eriod of at least four montlis but less tlian six moiitlis 
and tlie requirements of section 6015(a) are first met after the 
1st day of the fourth month, 

(3) A period of at least six months but less than nine months 
and the requirements of section 6015(a) are first met after the 
1st day of the sixth month, or 

(4) A period of nine months or more and the requirements of 
section 6015(a) are first met after the 1st day of the iiiiith month. 

In the case of a decedent, no declaration need be filed subsequent to 
the date of death. As to the requirement for an amended declaration 
if death of one spouse occurs after filing a joint declaration, see 
§ 1.6015(b)-l(c). 

(b) Income placed on annual hash . — For the purpose of determin- 
ing whether the anticipated income for a short taxable year, resiiltmg 
from a change of annual accounting period, necessitates the filing 
of a declaration, such income shall be placed on an amiual basis in 
the manner prescribed in section 443(b)(1). Thus, for example, a 
taxi)ayer who changes from a calendar year basis to a fiscal year basis 
beginning July 1, 1955, will have a short taxable year beginning 
January 1, 1955, and ending June 30, 1955. If his anticipated gross 
income for such short taxable year consists solely of wages (as defined 
in section 3401(a)) in the amount of $3,000, his total gross income 
and his gross income from such wages for the purpose of determining 
whether a declaration is required is $6,000, the amount obtained by 
placing anticipated income of $3,000 upon an annual basis. Hence, 
assuming such taxpayer is single, and is not a head of a household 
iOr a surviving spouse, he is required to file a declaration of estimated 
tax for the short taxable year since his anticipated gross income from 
;wages when placed upon an annual basis is in excess of $5,000. 

§ 1.6015(h) Statutory Provisions; Declaration of Estmated 
Income Tax by Individuals ; Estates and Trusts. • 

SEC 6015 declaration OP ESTIMATED INCOME TAX BY IN- 
DIVIDUALS. * * * 

(h) Estates and Trusts. — The provisions of this section shall not apply 
to an estate or trust. 


5 16015(h)-l Estate and Trusts.— An estate or trust, though 
generally taxed as an indiivdual, is not required to file a declaration. 

§ 1.6015(1) Statutory Provisions; Declaration op Estimated 
Income Tax by Individuals ; Applicability. 

SEC 6015 DECLARATION OF ESTIMATED INCOME TAX BY IN- 
DIVIDUALS. * * * 


(i) APPLICABILITT.-Thls section shall applicable only wto 

and Ou'S^thf InSrKntf cXof 1939 shall continue in force (vith 
Sect to taxable years beginning before January 1, 19oo. 

§ 16015(i)-l APPLICABILITY.-Section 6015 is 
years beginning before January 1, 19 . 

§ 1.6015{i)-l 
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§ 1.6016 Statutoky Peovisioists ; Declaeations of Estimated 
[ isTGOME Tax by Cokpokations. 

SEC. 6016. DECLAKATION OF ESTIMATED INCOME TAX BY COR- 
PORATIONS. 

(a) Eequieement of Declaeation. — Every corporation subject to taxa- 
tion under section 11 or 1201(a), or subchapter L of chapter 1 (relating to 
insurance companies), shall make a declaration of estimated tax under 
chapter 1 for the taxable year if its income tax imposed by section 11 or 
1201(a), or such subchapter L, for such taxable year, reduced by the credits 
against tax provided by part IV of subchapter A of chapter 1, can reason- 
ably be expected to exceed $100,000. 

(b) Estimated Tax. — For purposes of this title, in the case of a corpo- 
ration, the term “estimated tax” means the excess of — 

(1) the amount which the corporation estimates as the amount of the 

income tax imposed by section 11 or 1201(a), or subchapter L of chap- 
ter 1, whichever is applicable, over 

(2) the sum of — 

(A) $100,000, and 

(B) the amount which the corporation estimates as the sum of any 
credits against tax provided by part IV of subchapter A of chapter 1. 

(c) Contents of Declaeation. — The declaration shall contain such per- 
tinent information as the Secretary or his delegate may by forms or regula- 
tions prescribe. 

(d) Amendment of Declaeation. — ^A corporation may make amendments 
of a declaration filed during the taxable year under regulations prescribed 
by the Secretary or his delegate. 

(e) Shoet Taxable Yeae. — ^A corporation with a taxable year of less 
than 12 months shall make a declaration in accordance with regulations 
prescribed by the Secretary or his delegate. 

(f) Applicability. — This section shall apply only with respect to tax- 
able years ending on or after December 31, 1955. 

§ 1.6016-1 Declarations of Estimated Income Tax by Corpora- 
tions. — (a) Requirement. — For taxable years ending on or after De- 
cember 31, 1955, a declaration of estimated tax shall be made by every 
corporation (including unincorporated business enterprises electing 
to be taxed as domestic corporations under section 1361), which is 
subject to taxation under section 11 or 1201 (a), or subchapter L of 
chapter 1 of the Code (relating to insurance companies) , if its income 
tax under such sections or such subchapter L for the taxable year 
can reasonably be expected to exceed the sum of $100,000 plus the 
amount of any estimated credits allowable under section 32 (relating 
to tax withheld at source on nonresident aliens and foreign corpora- 
tions and on tax-free covenant bonds) and section 33 (relating to 
taxes of foreign countries and possessions of the United States) . 

of estimated tax . — ^The tei'm “estimated tax”, in the 
case of a corporation, means the excess of the amount which such 
corporation estimates as its income tax liability for the taxable year 
under section 11 or 1201(a), or subchapter L of chapter 1 of the 
Code over the sum of $100,000 and any estimated credits under sec- 
tions 32 and 33. 

(c) Examples. — ^The application of this section may be illustrated 
by the following examples : 

Examph {1). C, a corporation subject to tax under section 11, 
reasonably anticipates that it will have taxable income of $212,500 
tor the calendar year 1955. The normal tax and surtax result in an 
expected liability of $105,000. C determines that it will not have 
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any allowable credits under sections 32 and 33 for 1955. Since C’s 
expected tax ($105,000) exceeds the exemption ($100,000) , a declara- 
tion of estimated tax is required to be filed, reporting an estimated 
tax of $5,000 ($105,000-$100,000) for the calendar year 1955. 

Example {2), Under the facts stated in example (1), except 
that C estimates it will have an allowable foreign tax credit under 
section 33 in the amount of $10,000, no declaration is required, since 
O’s expected tax ($105,000) does not exceed the $100,000 exemption 
plus the allowable credit of $10,000. 


§ 1.6016-2 Contents OF Declaration OP Estimated Tax. — (a) In 
general , — The declaration of estimated tax by a corporation shall be 
made on Form 1120-ES. For the purpose of making the declaration, 
the estimated tax should be based upon the amount of gross income 
which the taxpayer can reasonably be expected to Receive or accrue, 
as the case may be, depending upon the method of accounting upon 
the basis of which the taxable income is computed, and the amount 
of the estimated allowable deductions and credits to be taken into 
account. Such amounts of gross income, deductions, and credits 
should be determined upon the basis of facts and circumstances exist- 
ing as at the time prescribed for the filing of the declaration as well 
as those reasonably to be anticipated for the taxable year. 

(b) Use of prescribed form , — Copies of Form 1120-ES wdll so far 
as possible be furnished taxpayers by district directors. A taxpayer 
will not be excused from making a declaration, however, by the fact 
that no form has been furnished. ^ Taxpayers not supplied wdth the 
proper form should make application therefor to the district director 
in ample time to have their declarations prepared, verified, and med 
with the district director on or before the date prescribed for filing 
the declaration. If the prescribed form is not available^ a statement 
disclosing the estimated income tax after the exemption and the 
credits, if any, should be filed as a tentative declaration within the 
prescribed time, accompanied by the payment of the required install- 
ment. Such tentative declaration should be supplemented, without 
unnecessary delay, by a declaration made on the proper form. 


S 1.6016-3 Amendment of Declaration.— In the making of a 
declaration of estimated tax the corporation is required to take^ into 
account the then existing facts and circumstances as well as those 
reasonably to be anticipated relating to prospective foss mcome, 
allowable deductions, and estimated credits for the taxable year. 
Amended or revised declarations may be made m any case in which 
the corporation estimates that its gross income, deductions, or credits 
will materially change the estimated tax reported in 
declaration. Such amended declaration may be made on either Form 
1190— IT'S /"marked Amended’^) or on the reverse side of the fTotice 
of Final Installment furnished the corporation by the district director.- 
S«e, however, perogroph (b) of | 1.6016-2 for procedure to be M- 
lowed if the prescribed form is not available. 

5 16016-4 Short Taxabrb YEAE.-(a) Bequirement of declara- 
tion.— No declaration may be made for a period of more than 12 
months. For purposes of this section a taxable year o - or 
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weeks, in tlie case of a corporation whicli computes its taxable income 
in accordance with the election permitted by section 441(f) shall be 
deemed a period of 12 months. For special rules affecting the time 
for filing declarations and paying estimated tax by such corporation, 
see § 1.441-2 (b) . A separate declaration is required where a corpora- 
tion is required to submit an income tax return for a period of less 
than 12 months, but only if such short period ends on or after Decem- 
ber 31, 1955. However, no declaration is required if the short taxable 
year is — 

(1) A period of less than 9 months, or 

(2) A period of 9 or more months but less than 12 months and the 
requirements of section 6016(a) are not met before the 1st day of the 
last month in the short taxable year. 

(b) Income pldced on an annual basis . — In cases where the short 
taxable year results from a change of annual accounting period, for 
the purpose of determining whether the anticipated income for a short 
taxable year will result in an estimated tax liability requiring the 
filing of a declaration, such income shall be placed on an annual basis 
in the manner prescribed in section 443(b) (1). If a tax computed 
on such annualized income exceeds the sum of $100,000 and any cred- 
its under part IV of subchapter A of chapter 1 of the Code, the esti- 
mated tax shall be the same part of the excess so computed as the 
number of months in the short period is of 12 months. Thus, for 
example, a corporation which changes from a calendar year basis to a 
fiscal year basis beginning October 1, 1956, wdll have a short taxable 
year beginning January 1, 1956, and ending September 30, 1956. If 
on or before August 31, 1966, the taxpayer anticipates that it will have 
income of $264,000 for the 9-month taxable year the estimated tax is 
computed as follows : 


(1) Anticipated taxable income for 9 months $264,000.00 

(2) Annualized income ($264,000X12-^-9) 352,000.00 

(8) Tax liability on item (2) 177,540.00 

(4) Item (3) reduced by $100,000 (there are no credits under 

part IV, subchapter A, chapter 1) 77,540.00 

(5) Estimated tax for 9-month period ($77,540x9-^-12) 58,155.00 


Since the tax liability on the annualized income is in excess of 
$100,000, a declaration is required to be filed, reporting an estimated 
tax of $58,156 for the 9-month taxable period. This paragraph has 
no application where the short taxable year does not result from a 
change in the taxpayer’s annual accounting period. 

TIME AND PLACE FOR FILING DECLARATIONS 


§ 1.6073 Statutory Provisions; Time for Filing Deouarations 
OF Estimated Income Tax by Individuals. 

SEC. 6073. TIME FOR PILING DBOLABATIONS OP ESTIMATED 
INCOME TAX BY INDIVIDUALS. 

(a) Individuals Othee Than Parmebs. — ^Declarations of estimated tax 
required by section 6015 from individuals not regarded as farmers for the 
purpose of that section shall be filed on or before April 15 of the taxable 

year, except that if the requirements of section 6015 are first met 

^ before June 2 of the taxable year, the declara- 
tion shall he filed on or before June 15 of the taxable year, or 
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(2) After June 1 and before September 2 of the taxable year, the 
declaration shall be filed on or before September 15 of the taxable year, 
or 

(3) After September 1 of the taxable year, the declaration shall be 
filed on or before January 15 of the succeeding j^ear. 

(b) Fakmees. — Declarations of estimated tax required by section 6015 
from individuals whose estimated gross income from farming (including 
oyster farming) for the taxable year is at least two-thirds of the total esti- 
mated gross income from all sources for the taxable year may, in lieu of 
the time prescribed in subsection (a), be filed at any time on or before 

January 15 of the succeeding taxable year. 

(c) Amendment. — An amendment of a declaration may be filed in any 
interval between installment dates prescribed for that taxable year, but 
only one amendment may be filed in each such interval. 

(d) Shoet Taxable Yeaes. — The application of this section to taxable 
years of less than 12 months shall be in accordance with regulations pre- 
scribed by the Secretary or his delegatte. 

(e) Fiscal Yeaes. — In the application of this section to the case of a 
taxable year beginning on any date other than January 1, there shall be 
substituted, for the months specified in this section, the months vrhich 
correspond thereto. 


§ 1.6073-1 Time and Place for FiLiNa Decimations of Esti- 
mated Income Tax by Individuals. — (a) IndividiKils othei^ than 
farmers, — Declarations of estimated tax for the calendar year shall 
be naade on or before April 15th of such calendar year by every indi- 
vidual whose anticipated income for the year meets the requirements of 
section 6015(a). If, however, the requirements necessitating the hling 
of the declaration are first met, in the case of an individual on the 
calendar year basis, after April 1st, but before June 2d of the calendar 
year, the declaration must be filed on or before June^lotb; ii such 
reouirements are first met after J une 1st and before^ bepteinbei -.d, 
the declaration must be filed on or before September loth ; and it such 
requirements are first met after September 1st, the declaration must be 
filed on or before January 15tb of the succeediiig calendar year, in 
the case of an individual on the fiscal year basis, see § 1.60<a-2. _ 

I b 1 Farmers . — In the case of an individual on a calendar year basis, 
whose estimated gross income f rom f armmg 

ino-) for the calendar year is at least two-tbirds of bis total estimated 
otoL income from all sources for such year, bis declarayoii imy be 
filed on or before the 15th day of January of the calendar 

year in lieu of the time prescribed m paragraph (a) 

For the filing of a return in lieu of a declaration, see § l.wlo (i) 1 W • 

nursery, range, orchard, ot y „ share of the crops produced 

the use of bis land income m the form of a share o™ cmp i 

thereon such income iB *™l'd to tSSSS £under, 

of farmers, see sections 61 declaration of estimated tax 

sbln^ffiT/wita" “ ^ 

taxpayer expects to file his income tax return. 

459586»-58 33 § 1.607^J-1(C> 
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(d) Amendment of declaration, — An amended declaration of esti- 
mated tax may be filed during any interval between installment dates 
prescribed for tlie taxable year. However, no amended declaration 
may be filed until after the installment date on or before whicli tlie 
original declaration was filed and only one amended declaration iruiy 
be filed during each interval between installment dates. An arneiided 
declaration shall be filed with the district director with whom the 
original declaration was filed. 


§ 1.6073—2 Fiscal Tt ExiRs. — (a) IndwidudLs other than farmers , — 
In the case of an individual on the fiscal year basis, the declaration 
must be filed on or before the 15th day of the 4th month of the taxable 
year. If, however, the requirements of section 6015(a) are first met 
after the 1st day of the 4th month and before the 2nd day of the 6th 
month, the declaration must be filed on or before the 15th day of tlie 
6di month of the taxable year. If such requirements are first met 
after the 1st day of the 6th month, and before the 2nd day of the 9tli 
inonth, the declaration must be filed on or before the 15th day of tlio 
Jm month of the taxable year. If such requirements are fix'st met 

month but before the 2d day of the 6tli 
OT beiqie the 15th day of the 1st month of the succeeding fiscal year. 

individual taxpayer has a fiscal year ending on June 30, 
lJo6, his declaration must be filed on or before October 15, 1955, if 
section 6015(a) are met on or before October 1, 

, however, such requirements are not met until after October 1 , 

iSn D^embeTl5 declaration need not be filed 

individual on the fiscal year basis whose esti- 
mated gross income from farming (as defined in § 1 6073-1 Cbl 1 is nt 
least two-thir J of his total estiiSaied gross in^-f?om all UurcL 
for such taxable year may file his declaration on or before the IStli 
day of the month immediately following the close of his taxable year. 

YEAES.-(a) Individuals other than 

ffled on 1 f declaration shall be 

men on or befoie the 15di day of the 4th month of such taxablp -trAii- 

T met 

after the 1st dav of fbpTf?^ P ^®<l^ii‘ements are first met 

fi 1 r- month but before the 2d dav of the 6th 

ments are not met until after fbA lof such require- 

tion may be fiSd oTor heforl ibe 1 declara- 

year. day of the succeeding taxable 

income from^famfing*^(as°Sned^n^/S^^ whose estimated gross 
able year is at least two-thirds of fil ^ 

from all sources for such taxablp total estimated gross income 
§ 1.6073-l(d) declaration may be filed 
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on or before the 15th day of the month immediately following the 
close of such taxable year, 

§ 1.6073-4 Extension of Time for Filing Declarations by Indi- 
viduals. — (a) In general, — District directors are authorized to grant 
a reasonable extension of time for filing a declaration or an amended 
declaration. An application for an extension of time for filing such 
a declaration shall be addressed to the district director for the district 
ill which the taxpayer is required to file his declaration, and must 
contain a full recital of the causes for the delay. Except in the case 
of taxpayers who are abroad, no extension for &ing declarations may 
be granted for more than six months. 

(b) Citizens outside of the United States, — In the case of a United 
States citizen outside the continental United States, Hawaii, and 
Puerto Eico on the 15th day of the 4th month of his taxable year, an 
extension of time for filing his declaration of estimated tax otherwise 
due on or before the 15th day of the 4th month of the taxable year 
is granted to and including the 15th day of the 6th month of the 
taxable year. As used in this paragraph, the term “continental United 
States” does not include the Territory of Alaska. 

(c) Addition to tax ap'plicdble, — An extension of time for filing 
the declaration of estimated tax automatically extends the time for 
paying the estimated tax (without interest) for the same period. 
However, such extension does not relieve the taxpayer from the addi- 
tion to the tax imposed by section 6654, and the period of the under- 
payment will be determined under section 6654(c) without regard to 
such extension. 


§ 1.6074 Statutory Provisions; Time for Filing Declarations 
OF Estimated Income Tax by Corporations. 

SESO. 6074. TIME FOR FILINO DECLARATIONS OF ESTIMATED 
INCOME TAX BY CORPORATIONS. 

(a) General Rule. — The declaration of estimated tax required of corpo- 
rations by section 6016 shall be filed on or before the 15th day of the 9th 
month of* the taxable year, except that if the requirements of section 6016 
are first met after the last day of the 8th month and before the 1st day 
of the 12th month of the taxable year, the declaration shall be filed on or 
before the 15th day of the 12th month of the taxable year. 

(b) Amendment. — If a declaration is filed before the 15th days of the 

12th month of the taxable year, an amendment of such declaration may be 
filed on or before such day. ^ ^ 

(e) Short Taxable Year. — ^The application of this^ section to taxable 
years of less than 12 months shall be in accordance with regulations pre- 
scribed by the Secretary or his delegate. 

§ 1.6074-1 Time akd Place fok Filing Deolaeatiosts of Esti- 
mated Incosie Tax by Coepoeations. — (a) In general. For tax- 
able years ending on and after December 31, 1955, 
estimated tax for the taxable year shall be filed on or before the jfith 
day of the 9th month of such year by every corporation then 

anticipated income tax liability under section 11, or section 12U1 (a; , 
or subchapter L of chapter 1 of the Code for the year meets the 
requirements of section 6016(a). _ If, however, tl^ reqmremente 
necessitating the filing of a declaration are rtl 

of the 8tfi month and before the first day of the 12th month of th 

§ 1.6074-1 (a) 
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taxable year tlie declaration must be filed on or before the 15th day 
of the 12th month of the taxable year. If, however, the requirementH 
of section 6016(a) are not met before the first day of the 12th montli 
of the taxable year, no declaration need be filed for such year. 

(b) Place for^ filing declamtion, — The declaration of estimated tax 
‘Shall be filed with the district director for the district in which the 
corporation expects to file its income tax return. 

(c) Amendment^ of declaration. — declaration of estimated tax 
filed by a corporation prior to the 15th day of the 12th month of the 
taxable year may be amended, in the manner prescribed in § 1.6016-3, 
at any time on or before such 15th day. An amended declaration 
shall be filed with the district director with whom the original 
declaration was filed. 

§ 1.6074:— 2 Time for Filixg Declaeatioxs by Corporations in 
Case of a Short Taxa^ble Year. — (a) In general. — In the case of 
a short taxable year of 9 months or more, where the requirements of 
section 6016(a) are met before the 1st day of the 9th month of the 
short taxable year, the declaration shall be filed on or before the 15th 
day of the 9th month of such short year. In the case of a short tax- 
able year of more than 9 months, where the requirements of section 
6016(a) are first met after the last day of the 8th month, but before 
the 1st day of the last month of the short taxable year, the declara- 
tion shall be filed on or before the 15th day of the last month of 
such short year. See § 1.6016—4, relating to the requirement of a 
declaration in the case of a short taxable year, and § 1.6154-2, relat- 
ing to the time for payment of the estimated tax in case of a short 
taxable year. 

(b) Amendment of declaration. — ^A declaration of estimated tax 
for a short taxable year of more than 9 months filed by a corporation 
before the 15th day of the last month of the short taxable year may 
be amended, in the manner prescribed in § 1.6016-3, any time on or 
before such 15th day. 

(c) Example. — The application of the provisions of this section 
may be illustrated by the following example: 

Example. A corporation which changes from a calendar year 
basis to a fiscal year basis beginning November 1 will have a short 
taxable year beginning January 1 and ending October 31. If the 
requirements of section 6016(a) are met before September 1 (the 
1st day of the 9th month) the corporation is required to file its 
declaration on or before September 15 (the 15th day of the 9th 
month). However, if the requirements of section 6016(a) are first 
met after August 31 (the last day of the 8th month) but before 
October 1 (the 1st day of the last month of the short year) the 
corporation would be required to file its declaration on or before 
October 15 (the 15th day of the last month of the short year). 

§ 1.6074—3 Extension of Time for Firing Declarations by 
Corporations. — (a) /u general. — District directors are authorized 
to grant a reasonable extension of time for filing a declaration or an 
amended declaration. An application by a corporation for an ex- 
tension of time for filing such a declaration shall be addressed to the 
district director for the district in which the corporation is required 

§ 1.6074-l(b) 
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to file its declaration, and must contain a full recital of the causes for 
the delay. 

(b) Addition to tax a'pplicahle , — ^An extension of time granted to 
a corporation for filing a declaration of estimated tax automatically 
extends the time for paying the estimated tax (without interest) for 
the same period. However, such extension does not relieve the cor- 
poration from the addition to the tax imposed by section 6655, and 
the period of the underpayment will be determined under section 
6G55(c) without regard to such extension. 

INSTALLMENT PAYMENTS OF ESTIMATED TAX 


§ 1.6153 Statutory Provisions; Installment Paitments of Es- 
timated Income Tax by' Individuals. 

SEC. 6153. INSTALLAIENT PAYMENTS OP ESTIMATED INCOME 
TAX BY INDIVIDUALS. 


(a) General Rule.— The amount of estimated tax (as defined in sec- 
tion ()015(c) with respect to which a declaration is reiiuirecl under section 
0015 shall be paid as follows : 

(1) If the declaration is filed on or before April 15 of the taxable 
year, the estimated tax shall be paid in four eQual installments. The 
first installment shall be paid at the time of the filing of the declaration, 
the second and third on June 15 and September 15, respectively, of the 
taxable year, and the fourth on January 15 of the succeeding taxable 


year. ^ 

(2) If the declaration is filed after April 15 and not after June 15 
of the taxable year, and is not required by section 6073 (a) to be filed 
on or before April 15 of the taxable year, the estimated tax shall be paid 
in three equal installments. The first installment shall he^ paid at the time 
of the filing of the declaration, the second on September lo of the taxable 
year, and the third on January 15 of the succeeding taxable year. 

(3 ) If the declaration is filed after June 15 and not after September lo 
of the taxable year, and is not required by section 6073 (a) to be Hied 
on or before June 15 of the taxable year, the estimated tax shall be paid 
in two equal installments. The first installment shall be paid at the 
time of the filing of the declaration, and the second on Januaij lo or me 

succeeding taxable year. « ^ ^ •i-ox.oMn 

(4) If the declaration is filed after September lo of the toable year, 

and is not required by section 6073(a) to be filed 

ber 15 of the taxable year, the estimated tax shall be paid in full at the 

time of the filing of the declaration, in cjppUoh 

(5) If the declaration is filed after the prescnbed m section 

6073(a) (including cases in which an extension ^ 

declaration has been granted under section ^ i J p”i(i at 

and (4) of this subsection shall not apply, and A.Aiji 

the t me of such filing all installments of ffiP^^f ^Sation had " 
have been payable on or before such time 

stl?he%K tie |mes g 

taxable year, the estimated tax shall be paid m fuu at me 

filing of the declaration. aTnendment of a declaration 

(c) Amendments oe Declabation. If „ , ratably increased or 

is filed, the remaining I“«t«“liertThe M 
decreased, as ^ ^ bf^agon of such amendment, and if any 

case may be in estimated tax by taxable year, any increase 

amendment is made after Septemner ro m. u ^ ^ 
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in tjhe estimated tax by reason thereof shall be paid at the time of making 
such amendment. 

(d) Application to Shoet Taxable Yeaks. — The application of this 
section to taxable year of less than 12 months shall be in accordance with 
regulations prescribed by the Secretary or his delegate. 

(e) Fiscal Yeaes. — In the application of this section to the case of a 
taxable year beginning on any date other than January 1, there shall be 
substituted, for the months specified in this section, the months which cor- 
respond thereto. 

(f ) Installments Paid in Advance. — ^At the election of the individual, 
any installment of the estimated tax may be paid prior to the date pre- 
scribed for its payment. 


§ 1.6153-1 Payment OF Estimated Tax BY Individuals. — (a) 1% 
general. — (1) The time for payment of the estimated tax by 
individuals for calendar years shall be as follows : 


Bate of filing deelaration 
( i ) On or before April 15 


( ii ) After April 15 and before June 
16 if not required to be filed on 
or before April 15. 

(iii) After June 15 and before Sep- 
tember 16 if not required to be 
filed on or before June 15. 

(iv) After September 15 if not re- 
quired to be filed on or before 
September 15. 


Dates of payment of estimated tax 

In 4 equal installments — one at time of 
filing declaration, one on or before 
June 15, one on or before September 
15, and one on or before January 15 of 
the succeeding taxable year. 

In 3 equal installments — one at time of 
filing declaration, one on or before Sep- 
tember 15, and one on or before Janu- 
ary 15 of the succeeding taxable year. 

In 2 equal installments — one at time of 
filing declaration, and the other on or 
before January 15 of the succeeding tax- 
able year. 

In full at time of filing declaration. 


(2) If, for example, due to the nature and amount of his gross 
income for 1955, the taxpayer is not required to file his declaration as 
of April 15, but is required to file the declaration on or before June 15, 

1955, the case comes within the scope of subdivision (ii) of subpara- 
graph (1) of this paragraph and the estimated tax is payable in 3 
equal installments, the 1st on the date of filing, the 2nd on or before 
September 15, 1955, and the 3rd installment on or before January 15, 

1956. 

(3) If a declaration is filed after the time prescribed in section 
6073(a) (including any extension of time granted for filing the 
declaration), there shall be paid at such time all installments of the 
estimated tax which would have been payable on or before such date of 
filing if the declaration had been timely filed in accordance with the 
provisions of section 6073(a). The remaining installments shall be 
paid at the times and in the amounts in which they would have been 
payable if the declaration had been timely filed. Thus, for example, 
B, a single man who makes his return on the calendar year basis, was 
employed from the beginning of 1955 and for several years prior 
thereto at an annual salary of $6,000, thus meeting the requirements 
of section 6015(a). B filed his declaration for 1955 on September 16, 
1955. In such case, B should have filed a declaration on or before 
April 15, 1955, and at the time of filing his declaration he was de- 
linquent in the payment of three installments of his estimated tax for 
the taxable year 1955. Hence, upon his filing, the declaration on 

§ 1.6153-l(a)(l) 
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‘1>» e*«niat.d ,ax 4ov,-r, ,ic™ 

(4) In the case of a decedent, payments of estimai-efl viy ire 
required subsequent to the date of death. See. howeSr ^ i a n : 
(c), relating to the making of an amended declaration bv a 
spouse ^ a ]omt declaration was made before the de.atli of 

(5) The payment of any installment of the estimated 1 4 =V ihh.' 
^nsidered payment on account of the tax for such t-iv^bie' 4 - 
Hence, upon the return for such taxable year, the as^n-e^are 

of the payments of estimated tax should be entered a« p rvv.'..r t= -o‘'=‘- 
applied against the tax shown on such return. ‘ ' ' " 

(b) F armera.— Special provisions are made with re=:..-.' to the r’- w 
of the declaration and the payment of the tax bv an indi\”dr.->l 
estimated gross income from farming is at least two-tth-d^ of 
total gross income from all sources for the taxable rear Is to w-'*^ 
constitutes income from farming within the meaum'^ of thi^ n 
graph, see § 1.6073-1 (b) . The declaration of such an mdividuai ra-i* • 
be filed on or before January 15 of the succeeding taxable rear in lieu 
of the time prescribed for individuals generally. ‘'Uliere .such an indi- 
vidual makes a declaration of estimated tax after Septeniier 15 of ilie 
taxable year, the estimated tax shall be paid in full at the time of tiie 
filing of the declaration. 

(c) Amendment of decelamtion. — ^If any amendment of a declara- 
tion is filed, the remaining installments, if any, shall be raiablv in- 
creased or decreased, as the case may be, to reflect the increase or 
decrease in the estimated tax by reason of the amendment. If any 
amendment is made after September 15 of the taxable year, any iii- 
crease in the estimated tax by reason thereof shall be paid at ilie'time 
of making the amendment. 

(d) Installments paid in advance. — ^At the election of the taxpayer 
any installment of the estimated tax may he paid prior to the date 
prescribed for its payment. 

§ 1.6153-2 Fiscal Years. — In the case of an individual on the fiscal 
year basis, the dates prescribed for payment of the estimated tax shall 
be the 15th day of the 4th month, the 15th day of the 6rh month, and 
the 15th day of the 9th month of the taxable year and the 15th day of 
the 1st month of the succeeding tpable year. For example, if an iu- 
dividual having a fiscal year ending on June 30. 1956. first meets ilie 
requirements of section 6015 (a) on January 15, 1956, and the declura- 
tion is filed on or before March 15, 1956, the estimated tax shall be paid 
in 2 equal installments, one at the time of filing of such declaration aim 
the other on or before July 15, 1956. 

§ 1.6153-3 Short Taxable Years.— In the case of a short taxable 
year of an individual for which a declaration is required to te filed tije 
estimated tax shall be paid in equal installments, one at tiie tmtf of 
filing the declaration, one on the 15 day of the 6th month of t le 
taxable year and another on the 15th day of the 9th month of ateh year 
unless the short taxable year closed during or prior to such 6th or Mi 
month, and one on the 15th day of the 1st inonth of 
able year. For example, if the short taxable year is he pen^ of 1* » 
moX tom Januar/i;i956, to Oototer Sl, 1955, and th. decl.r.t.o„ 

§ I.615S-3 
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is required to be filed on or before April 16, 1955, tlie estimated tax is 
payable in 4 equal installments, one on the date of tiling the declara- 
tion, and one each on June 15, September 15, and November 15, 1955. 
If in such case the declaration is required to be filed after April 15 but 
on or before June 15, the tax will be payable in 3 equal installments, 
one on the date of filing the declaration, and one each on September 
15 , and November 15, 1955. The provisions of § 1.6153-1 (a) (3), re- 
lating to payment of estimated tax in any case in which the declaration 
is filed after the time prescribed in section 6073 and §§ 1.6073-1 to 
1.6073—4, inclusive, are equally applicable to the payment of the esti- 
mated tax for short taxable years. 

§ 1.6153-4 Extension of Time for Paying the Estimated Tax. — 
An extension of time granted an individual under section 6081 for 
filing the declaration of estimated tax automatically extends the time 
for paying the estimated tax (without interest) for the same period. 
See § 1.6073-4 for rules relating to extensions of time for filing decla- 
rations of estimated tax by individuals. An application for an ex- 
tension of time for paying a particular installment of the estimated 
tax shall be addressed to the district director for the district in which 
the taxpayer files his declaration, and must contain a full recital of the 
causes for the delay. Such extension may be for a reasonable period 
not to exceed 6 months from the date fixed for payment thereof except 
in the case of a taxpayer who is abroad. Such extension does not 
reheve the taxpayer from the addition to the tax imposed by section 
6654, andj:lie period of the underpayment will be determined under 
section 6654(c) without regard to such extension. 

§ 1.6154 Statutory Provisions ; Installment Payments of Esti- 
mated Income Tax by Corporations. 


SEC. 6154. INSTALLMENT PAYMENTS OF ESTIMATED INCOME 
TAX BY COHPOBATIONS. 

(a) Amount of Estimated Income Tax Required To Be Paid. — Tiie 
amount of estimated tax (as defined in section 6016(b) ) with respect to 
j^ch a declaration is required under section 6016 shall be paid as follows : 


If the taxable year ends — 

The amount re- 
quired to be 
paid sliall be 
the following 
percentage of 
the estimated 
tax : 

On or after December 31, 1955 and before December 31 1956 

On or after December 31, 1956 and before December 3l’ 1957 ’ 
On 01 after December 31, 1957 and before December 31* 1958"" 
On or after December 31, 1958 and before December 31* 1959 

On or after December 31, 1959 

10 

20 

30 

40 

50 

\ m . T.. — 


or beWe the i5trda^ declaration is filed on 

determined under subsection (a) shall be amount 

The first installment shaU be mlf on or before installments. 

“efore tte*15th''S?onKth mohr^rf^^ paid 

tion is filed after the 15th dlys of the Sth Lnth ol thf iaxlwe^eafThe 
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amount determined under subsection (a) shall be paid in full on or before 
the 15tb day of the 12th month of the taxable year. 

(c) Amendment of Declaeation. — If any amendment of a declaration 
is filed, installments payable on the loth day of the 12tli month, if any, 
shall be ratably increased or decreased, as the case may be, to reflect the 
increase or decrease, as the case may be, in the estimated tax by reason 
of such amendment. 

(d) Application to Short Taxable Year. — The application of this sec- 
tion to taxable years of less than 12 months shall be in accordance with 
regulations prescribed by the Secretary or his delegate. 

(e) Installments Paid in Advance. — ^At the election of the corpora- 
tion, any installment of the estimated tax may be paid prior to the date 
I)r escribed for its payment. 

§ 1.6154-1 Paymejnt of Estimated Tax by Corporations. — (a) 
Amount required to be paid, — ^Every corporation required to file a 
declaration of estimated tax shall pay the following percentage of 
its estimated tax : 


If the taxable year ends — 


The amount re- 
quired to be 
paid is the fol- 
lowing percent- 
age of the esti- 
mated tax : 


On or after December 31, 1955 and before December 81, 1956 

On or after December 31, 1956 and before December 31, 1957 

On or after December 31, 1957 and before December 31, 1958 

On or after December 31, 1958 and before December 31, 1959 

On or after December 31, 1959 


10 

20 

30 

40 

50 


(b) Time for payment, — (1) In the case of a corporation on the 
calendar year basis which files its declaration on or before September 
15 of the taxable year, the percentage of the estimated tax required to 
be paid is payable in two equal installments, one at the time of filing 
the declaration, and the other on or before December 15 of the taxable 
year. If the corporation files its declaration after September 15 of 
the taxable year the percentage of the estimated tax required to be 
paid is payable in full on or before December 15 of the taxabl eyear. 

(2) In the case of a corporation whose taxable year is not the 
calendar year, the dates prescribed for payment of the estimated tax 
shall be the 15th day of the 9th month and the 15th day of the 12th 
month of such taxable year. If the corporation files its declaration 
after the 15th day of such 9th month, the percentage of the estimated 
tax required to be paid is payable in full on or before the 15th day 

of such 12th month. t i i i 

(c) Amendment of declaration ,- — ^In the case of an amended declar- 
ation, filed in accordance with section 6074, the installment payable 
on the 15th day of the 12th month of the taxable year shall be ratably 
increased or decreased, as the case may be, to reflect the increase or 
decrease in the estimated tax by reason of the amended declaration. 
For example, C, a corporation on the calendar year basis hied a 



accomapnied the declaration. However, 0 filed an amended declara- 

§ 1.6154-1 (c) 
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tion on December 16, 1955, slioAving an estimated tax of $30,000. Since 
C has already paid $1,000, it must make a payment in the amount of 
$2,000 computed as follows : 

Required amount of estimated tax which must be paid for calendar year 


1955 (10% of $30,000) $3,000 

Amount paid with original estimate (5% of $20,000) 1,000 

Balance to accompany amended declaration $2,000 


Had the amended declaration been filed on December 10, 1955, then 
only the balance of the first installment ($500) otherwise due on 
September 15 would have been required to be paid wit h the declara- 
tion and the installment required to be paid on or before December 
15, 1955, would be $1,500. 

(d) Installments 'paid in advance. — corporation may, at its elec- 
tion, pay any installment of its estimated tax in advance of the due 
date. 

(e) Credit against income tax. — Payments of estimated tax shall 
be considered payments on account of the income tax liability for the 
taxable year. Hence the amount of estimated tax paid shall be en- 
tered on the return as a credit to be applied against the tax shown 
thereon. 

§ 1.6154-2 Short Taxable Years. — (a) In general. — In the case 
of a corporation filing a declaration for a short taxable year the 
amount of the estimated tax required to be paid shall be paid as 
follows : 

(1) If the short taxable year is a period of more than 9 months 
and the declaration is required to be filed on or before the 15th day 
of the 9th month, the amount of the estimated tax required to be 
paid shall be paid in 2 installments; the 1st on or before the 15th 
day of the 9th month and the 2nd on or before the 15th day of 
the last month of the short taxable year. 

(2) If the short taxable year is a period of 9 or more months and 
the declaration is not required to be filed until the 15th day of the 
last month of the short taxable year, the amount of the estimated tax 
required to be paid shall be paid in full on or before the 15th day of 
the last month of the short taxable year. 

(b) Examples. — The application of the provisions of this section 
may be illustrated by the following examples : 

Example (1). If a corporation changes from a calendar year to 
a fiscal year beginning November 1, 1966, and ending Octbber 31, 
1957, a declaration is required on or before September 15, 1956, for 
the short taxable year January 1, 1956, to October 31, 1956, if such 
corporation otherwise meets the requirements of section 6016(a) on 
or before August 31, 1956.^ In such case the first installment of the 
estimated tax must be paid with the declaration filed on Septem- 
ber 15, 1956. The second installment must be paid on or before 
October 15, 1956, the 15th day of the last month in the short taxable 
year. 

Example (2). If, in the first example, the corporation did not 
meet the requirements of section 6016 (a) until after August 31, 1956, 
but before October 1, 1956, the declaration would have been due on 

§ 1.6154-l(d) 
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October 15, 1956. In such case the amount of the estimated tax 
required to be paid must be paid in full with the declaration filed 
on October 15, 1956. 

§ 1.6154:--3 Extension op Time For Paying Estimated Tax. — An 
extension of time granted a corporation under section 6081 for filing 
the declaration of estimated tax automatically extends the time for 
paying the estimated tax (without interest) for the same period. 
See § 1.6074-3 for rules relating to extensions of time for filing decla- 
rations of estimated tax by corporations. An application for an 
extension of time for paying an installment of the estimated tax 
shall be addressed to the district director for the district in which 
the taxpayer files its declaration, and must contain a full recital of 
the causes for the delay. Any such extension will not i*elieve the 
taxpayer from the addition to the tax imposed by section 6655, and the 
period of the underpayment will be determined under section 6655 (c) 
■without regard to such extension. 


PAILURE TO PAY ESTIMATED INCOME TAX 

§ 1.6654 Statutory Provisions ; Failure By Individual To Pay 
Estimated Income Tax. 

SEC. 6654. FAILURE BY INDIVIDUAL TO PAY ESTIMATED IN- 
COME TAX. 

(a) Addition to the Tax. — In the case of any underpayment of esti- 
mated tax by an individual, except as provided in subsection (d), there 
shall be added to the tax under chapter 1 for the taxable year an amount 
determined at the rate of 6 percent per annum upon the amount of the 
underpayment (determined under subsection (b) ) for the period of the 
underpayment (determined under subsection (c)). 

(b) Amount of Underpayment. — For purposes of subsection (a), the 
amount of the underpayment shall be the excess of — 

(1) The amount of the installment which would be required to be 
paid if the estimated tax were equal to 70 percent (66% percent in the 
case of individuals referred to in section 6073(b), relating to income 
from farming) of the tax shown on the return for the taxable year or, 
if no return was filed, 70 percent (66% percent in the case of individuals 
referred to in section 6073(b), relating to income from farming) of the 
tax for such year, over 

(2) The amount, if any, of the installment paid on or before the last 
date prescribed for such payment. 

(c) Period of Underpayment. — ^The period of the underpayment shall 
run from the date the installment was required to be paid to whichever of 
the following dates is the earlier — 

(1) The 15th day of the fourth month following the close of the tax- 
able year. 

(2) With respect to any portion of the underpayment, the date on 
which such portion is paid. For purposes of this paragraph, a payment 
of estimated tax on any installment date shall be considered a payment 
of any previous underpayment only to the extent such payment exceeds 
the amount of the installment determined under subsection (b) (1) for 
such installment date. 

(d) Exception. — Notwithstanding the provisions of the preceding sub- 
sections, the addition to the tax with respect to any underpayment of any 
installment shall not be imposed if the total amount of all payments of 
estimated tax made on or before the last date prescribed for the payment 
of such installment equals or exceeds whichever of the following is the 
lesser — 
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(1) The amount which would have been required to be paid on or 
before such date if the estimated tax were whichever of the following 
is the least — ■ 

(A) The tax shown on the return of the individual for the pre- 
ceding taxalde year, if a return showing a liability for tax was filed 
by the individual for the preceding taxable year and such preceding 
year was a taxable year of 12 months, or 

(B) An amount equal to the tax computed, at the rates applicable 
to the taxable year, on the basis of the taxpayer’s status with respect 
to personal exemptions under section 151 for the taxable year, but 
otherwise on the basis of the facts shown on his return for, and the 
law applicable to, the preceding taxable year, or 

(C) An amount equal to 70 percent (66% percent in the case of 
individuals referred to in section 6073(b), relating to income from 
farming) of the tax for the taxable year computed by placing on an 
annualized basis the taxable income for the months in the taxable 
year ending before the month in which the installment is required to 
be paid. For purposes of this subparagraph, the taxable income shall 
be placed on an annualized basis by — 

(i) multiplying by 12 (or, in the case of a taxable year of less 
than 12 months, the number of months in the taxable year) the 
taxable income (computed without deduction of personal exemp- 
tions) for the months in the taxable year ending before the month 
in which the installment is required to be paid, 

(ii) dividing the resulting amount by the number of months 
in the taxable year ending before the month in which such install- 
ment date falls, and 

(iii) deducting from such amount the deductions for personal 
exemptions allowable for the taxable year (such personal exemp- 
tions being determined as of the late date prescribed for payment 
of the installment) ; or 

(2) An amount equal to 90 percent of the tax computed, at the rates 
applicable to the taxable year, on the basis of the actual taxable income 
for the months in the taxable year ending before the month in which 
the installment is required to be paid. 

(e) Application of Section in Case of Tax Withheld on Wages, — 
For purposes of applying this section — 

(1) The estimated tax shall be computed without any reduction for 
the amount which the individual estimates as his credit under section 31 
(relating to tax withheld at sources on wages), and 

(2) The amount of the credit allowed under section 31 for the tax- 
able year shall be deemed a payment of estimated, and an equal part 
of such amount shall be deemed paid on each installment date (deter- 
mined under section 6153) for such taxable year, unless the taxpayer 
establishes the dates on which all amounts w’ere actually withheld, in 
which case the amounts so withheld shall be deemed payments of esti- 
mated tax on the dates on which such amounts were actually withheld. 

(f) Tax Computed After Application of Credits Against Tax. — For 
purposes of subsections (b) and (d), the term “tax” means the tax im- 
posed by chapter 1 reduced by the credits against tax allowed by part IV 
of subchapter A of chapter 1, other than the credit against tax provided 
by section 31 (relating to tax withheld on wages). 

(g) Short Taxable Year. — The application of this section to taxable 
years of less than 12 months shall be in accordance with regulations pre- 
scribed by the Secretary or his delegate. 

(h) Applicability. — This section shall apply only with respect to tax- 
able years beginning after December 31, 1954; and section 294(d) of the 
Internal Revenue Code of 1939 shall continue in force with respect to 
taxable years beginning before January 1, 1955. 

§ 1.6654-1 Addition to the Tax in the Case op an Individual. — 
(a) In general, — (1) Section 6654 imposes an addition to the tax 
under chapter 1 of the Code in the case of any underpayment of esti- 
mated tax by an individual (with certain exceptions described in sec- 
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tion 6654(d) ). TMs addition to the tax is in addition to any appli- 
<3a>ble criminal penalties and is imposed whether or not there was 
x'easonable cause for the underpayment. The amount of the under- 
p ayment for any installment date is the excess of — 

(1) 70 percent (66% percent in the case of individuals referred to 
in section 6078(b) , relating to income from farming) of the tax shown 
on the return for the taxable year or, if no return was filed, 70 percent 
( 66% percent in the case of individuals referred to in section 6073(b) , 
X'elating to income from farming) of the tax for such yeai', divided 
by the number of installment dates prescribed for such taxable year, 
over 

(ii) The amount, if any, of the installment paid on or before the 
last clay prescribed for such payment. 

(2) The amount of the addition is determined at the rate of 6 
percent per annum upon the underpayment of any installment of esti- 
ixiatecl tax for the period from the elate such installment is required 
To be paid until the 15th day of the fourth month following th eclose 
of the taxable year, or the date such underpayment is paid, whichever 
is earlier. For purposes of determining the period of the underpay- 
ixient (i) the date prescribed for the payment of any installment of esti- 
ixiated tax shall be determined without regard to any extention of 
time, and (ii) a payment of estimated tax on any installment date, 
to the extent that it exceeds the amount of the installment determined 
under subparagraph (1) (i) of this paragraph for such installment 
date, shall be considered a payment of any previous underpayment. 

(3) In determining the amount of the installment paid on or before 
tlie last day prescribed for payment thereof, the estimated tax shall 
be computed without any reduction for the amount which the tax- 
payer estimates as his credit under section 81 (relating to tax withheld 
a.t source on Avages) , and the amount of such credit shall be deemed 
£1 payment of estimated tax. An equal part of the amount of such 
oredit shall be deemed paid on each installment date (determined 
xinder section 6153) for the taxable year unless the taxpayer estab- 
lishes the dates on which all amounts were actually withheld. In the 
latter case, all amounts withheld shall be considered as payinents of 
estimated tax on the dates such amounts were actually withheld. 
XJnder section 81 the entire amount withheld during a calendar year 
is allowed as a credit against the tax for the taxable year which begins 
in such calendar year. However, where more than one taxable year 
begins in any calendar year no portion of the amount withheld during 
the calendar year will be treated as a payment of estimated tax for 
£iny taxable year other than the last taxable year begimiing in such 
calendar year. The rales prescribed in this subparagraph for deter- 
mining the time as of which the amount withheld shall be deemed paid 
are applicable even though such amount was withheld during a taxable 
year preceding that for which the credit is allowed. ^ 

(4) The term ''tax” when used m subparagraph (1) (i) ^ 
paragraph shall mean the tax imposed by chapter 1 of the Code 
xeduced by all credits allowed by part IV of subchapter^ A oi that 
chapter except the credit provided by section 81, relating to tax 
withheld at soui'ce on Avages. For the disallowance of certain credits 
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in the case of taxpayers who elect to use the standard deduction or 
to pay the optional tax imposed by section 3, see section 36. 

(b) Statement relating to undti fniyutcnf . — If there has been an 
miderpayinent of estimated tax as of any installment date prescribed 
for its payment and the taxpayer belieyes that one or more of the 
exceptions described in § 1.6654-2 precludes the assertion of the addi- 
tion to the tax under section 6654, he should attach to his income 
tax return for the taxable year a Form 2210 showing the applica- 
bility of any exception upon which he relies. 

(c) E xa7n2)les—T\\^ method prescribed in paragraph (a) of this 
section for computing the addition to the tax may be illustrated by 
the following examples : 

Example (1), An individual taxpayer files his return for the 
calendar year 1955 on April 15, 1956, showing a tax of $40,000. He 
has paid a total of $20,000 of estimated tax in four equal installments 
of $5,000 on each of the four installment dates prescribed for such 
year. No other payments were made prior to the date the return 
was filed. Since the amount of each installment paid by the last date 
prescribed for payment thereof is less than one-quarter of 7 0 percent 
of the tax shown on the return, the addition to the tax is apidicable 
in respect of the underpayment existing as of each installment date 
and is computed as follows : 


(1) Amount of tax shown on return $40,000 

(2) TO percent of item (1) 28,000 

(3) 14 of item (2) $7,000 

(4) Deduct amount paid on each installment date 5,000 

(5) Amount of underpayment for each installment date (item (3) 

minus item (4) ) .$2,000 

(6) Addition to the tax : 

1st installment— period 4/15/55 to 4/15/56 $120 

2nd installment— period 6/15/55 to 4/15/56 100 

3rd installment— period 9/15/55 to 4/15/56 70 

4th installment— period 1/15/56 to 4/15/56 30 

Total $320 


Example {2). An individual taxpayer files his return for the 
calendar year 1955 on April 15, 1956, showing a tax of $30,000. The 
requirements of section 6015(a) were first met after April 1 and 
before J une 2, 1955, and a total of $18,000 of estimated tax was paid 
in three equal installments of $6,000 on each of the three installment 
dates prescribed for such year. Since the amount of each installment 
paid by the last date prescribed for payment thereof is less than 
one-third of 70 percent of the tax shown on the return, the addition 
to the tax is applicable in respect of the underpayment existing as 
of each installment date and is computed as follows : 


(1) Amount of tax shown on return <!i3o OOO 

(2 ) 70 percent of item (1 ) 2li00O 

(3) % of item (2) $7,000 

(4) Deduct amount paid on each installment date 6,000 


(5) Amount of underpayment for each installment date (item (3) 
minus item (4) ) 

§ 1.6654-l(b) 
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(6) Addition to tlie tax : 

1st installment — period 6/15/55 to 4/15/56 ^21: 

2d Installment — ^period 9/15/55 to 4/15/56 ^2 

3d installment — period 1/15/56 to 4/15/56 

Total 

§ 1.6654-2 Exceptions to Imposition op the Adoption to the 
IN THE Case op Individuals. — (a) In, general. — ^The addition to tlie 
tax under section 6654 will not be imposed for anj" underpajnnent oi 
any installment of estimated tax, if on or before the date prescrioea 
far payment of the installment, the total amount of all payments or 
estimated tax made equals or exceeds the least of the following 

amounts — . rv-r. 

(1) The amount which would have been required to oe pa a on 
or before the date prescribed for payment if the estinmted. tax '^ere 
the tax shown on the return for the preceding taxable year, pro- 
vided that the preceding taxable year was a year of 

and a return showing a liability for tax was hied for ’ 

(2) The amount which would have been required , , 

or before the date prescribed for payment if the tax 

were an amount equal to a tax determmed on the ba=is ‘ 

rates and the taxpayer’s status with respect to 

tions under section 151 for the taxable year but 
basis of the facts shown on the return for the jndi- 

year and the law applicable to such year, m f _ tnxable vear- 
Vidual required to file a return for such preceding ® 

or before the date prescribed for pajment if the 

were an amount equal to 70 percent (6673 P®^?®^^, jncomefrom 

placed on an 

SSnfeg by 12 (or aie number of montlm io ““go 

yeil^ if Ls^thVl2) “Stgr'difSg fo" pSoSl 
tSrUWtoglegiSiS'" "“to' 

P'frio^-ount equal to ^ oS“S^‘tS- 

SKome to to calSr mlntli in to t«aWe year precedmg 
the date prescribed for payme^-^^^^ 52 or gS wt^ks 

In the case of a taxpayer ■ ■ pr^ribed by § 1*441 ^ 

in accordance with V^e^ining, for purposes of subparagraph 

(b) shall be apphcable m determin ^ 1 . 6654 - 2 ( 8 ) 
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(1) of this paragraph, whether a taxable year was a year of 12 months 
and, for purposes of subparagraphs (3) and (4) of this paragraph, the 
number of calendar months in a taxable year preceding the date pre- 
scribed for payment of an installment of estimated tax. For rule to 
be applied in determining taxable income for any period described in 
subparagraphs (3) and (4) of this paragraph in the case of a tax- 
payer who employs accounting periods (e. g., thirteen 4-week periods 
or four 13-week periods) none of which terminates with the end of 
the applicable period described in subparagraph (3) or (4) of this 
paragraph, see § 1.6655-2(a) (5). 

(b) Meaning of terms . — ^As used in this section and § 1. 6654-3-- 

(1) The term “tax” means the tax imposed by chapter 1 of the Code 
reduced by the credits against tax allowed by part IV of subchapter A 
of such chapter, other than the credit against tax provided by section 
31 (relating to tax withheld on wages), and without reduction for 
any payments of estimated tax. 

(2) The credits against tax allowed by part IV of subchapter A 
of chapter 1 are — 

(i) In the case of the exception described in subparagrapli (1) 
of paragraph (a) of this section, the credits shown on the return 
for the preceding taxable year. 

(ii) In the case of the exception described in subparagraph (2) 
of paragraph (a) of this section, the credits shown on the retern 
for the preceding taxable year, except that if the amount of any 
such credit would be affected by any change in rates or status witla 
respect to personal exemptions, the credits shall be determined by 
reference to the rates and status applicable to the current taxable 
year, and 

(iii) In the case of the exceptions described in subparagraphs 

(3) and (4) of paragraph (a) of this section, the credits com- 
puted under the law and rates applicable to the current taxable 
year. 

A change in rate may be either a change in the rate of tax, such as a 
change in the rate of the tax imposed by section 1, or a change in 
any percentage affecting the computation of the credit, such as a cliange 
in the rate of withholding under chapter 3 or a change in the per- 
cmitage of dividends received specified in section 34(a) . The applica- 
tion of the preceding sentence may be illustrated by the following 
examples : 

Example (1). Assume the percentage of dividends received 
which, subject to the limitations in section 34(b), is allowed as a 
credit against the tax under section 34(a) is changed from 4 to 5 
percent. In determining the applicability of the exception described 
in subparagraph (2) of paragraph (a) of this section to an under- 
payment of estimated tax for the year in which such percentage 
changes, the 5 percent rate is applicable in determining the amount 
of the credit under section 34. 

Example {2 ) . Assume the rate of tax under section 1 on the first 
$2,000 of taxable income is changed from 20 percent to 18 percent. 
The credit allowed under section 37 (a) for I'etirement income is de- 
termined at the rate applicable to the first $2,000 of taxable income. 
In determining the applicability of the exception described in sub- 
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paragrapli (2) of paragraph (a) of this section to an underj)ayment 
of estimated tax for the year during which such change occurs, the 
18 percent rate is applicable in determining the amount of the credit 
for retirement income under section 37^ 

(3) The term “return for the preceding taxable year” means the 
income tax return for such year which is required by section 6012 
(a)(1). 

(c) Examples . — The following examples illustrate the application 
of the exceptions to the imposition of the addition to the tax for an 
underpayment of estimated tax, in the case of an individual whose 
taxable year is the calendar year : 

Example (1), T, a married man with one child and a dependent 
parent, hies a point return with his spouse, W, for 1955 on April 15, 
1956, showing taxable income of $44,000 and a tax of $16,760. T and 
W had hied a joint declaration of estimated tax on April 15, 1955, 
showing and estimated tax of $10,000 which was paid in four equal 
installments of $2,500 each on April 15, June 15, and September 15, 
1955, and J anuary 16, 1956. The balance of $6,760 was paid with the 
return. T and W have an undei'payment of estimated tax of $433 
( 1/4 th of 70% of $16,760, less $2,500) for each installment date. The 
1954 calendar year return of T and W showed a liability of $10,000. 
Since the total amount of estimated tax paid by each installment 
date equalled the amount that would have been required to be paid 
on or before each of such dates if the estimated tax were tlie^ tax 
shown on the return for the preceding year, the exception described 
in paragraph (a) (1) of this section applies and no addition to the 
tax will be imposed. 

Example (I) . Assume the same facts as in example (1) except 
that the joint return of T and W for 1954 showed taxable income of 
$32,000 and a tax liability of $10,400. Assume further that only 
two personal exemptions under section 151 appeared on the 1954 
return. The exception described in paragraph (a) ( 1) of this section 
would not apply. However, T and W are entitled to four exemp- 
tions under section 151 for 1955. Taxable income for 1954 based on 
four exemptions, but otherwise on the basis of the facts shown on 
the 1954 return, would be $30,800. The tax on such amount in the 
case of a joint return would be $9,836. Since the total amount of 
estimated tax paid by each installment date exceeds the amount 
which would have been required to be paid on or before each of such 
dates if the estimated tax were $9,836, the exception described in 
paragraph (a) (2) of this section applies and no addition to the 
tax will be imposed. 

Example {S ) . A and B, his spouse, filed a joint return for the 
calendar year 1955, showing a tax liability of $10,000, attributable 
primarily to income received during the last quarter of the 7^^* 
Their aggregate payments of estimated tax on or before September 
16, 1955, total $1,312.50, representing three installments of $437.50 
paid on each of the fiirst three installment dates prescribed for the 
taxable year. There was an underpayment on ea(^ of these date 
since the installment paid, $437*50, was less than $1,750 or ^0 
percent of $10,000) . Assume that the exceptions descnbed m para- 
graph (a) (1) and (2) of this section do not apply. Actual taxable 
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income for the three months ending March 31, 1955, was $2,000 and 
for the five months ending May 31, 1955, was $4,500. Since the 
amomits paid by the April 15 and June 15 installment dates, $437.60 
and $875, respectively, exceeded $360 and $819 (90 percent of the 
tax determined on actual taxable income of $2,000 and $4,600, re- 
spectively, on the basis of a joint return) , the exception described in 
paragraph (a) (4) of this section applies and no addition to the tax 
will be imposed for the underpayments on the April 15 and June 15 
installment dates. Actual taxable income, assuming A and B did not 
elect to use the standard deduction, for the eight months ending 
August 31, 1955, was $7,000. Since the total amount paid by the 
September 15 installment date, $1,312.50, was less than $1,314 (90 
percent of the tax on $7,000 of taxable income, determined on the 
basis of a joint return) , the exception described in paragraph (a) (4) 
of this section does not apply to the September 15 installment. 
However, the exception described in paragraph (a) (3) of this 
section does apply in accordance with the following computation : 

Taxable income for the period ending August 31, 1955 without de- 
duction for personal exemptions) on an annual basis ( $8,200 X 


12-^8) $12,300.00 

Deduction for two personal exemptions 1,200.00 


$11,100.00 


Tax on $11,100 (on the basis of a joint return) 2,486.00 

% of 70 percent of $2,486 1,305.15 

Amount paid by September 15, 1955 1,312.50 


Example {Ji), Assurne the same facts as in example (3) and 
assume further that adjusted gross income for the eight months 
ending August 31, 1955, was $8,700 and the amount of deductions 
(other than the deduction for personal exemptions) not allowable 
in determining adjusted gross income aggregate only $500. If A and 
B elect, they may use the standard deduction in computing the tax 
for purposes of the exceptions described in paragraph (a) (3) and 
(4) of this section. Taxable income, for purposes of the exception 
described in paragraph (a) (4) of this section would be reduced to 
$6,630 with the use of the standard deduction ($8,700 less $1,200 for 
two personal exemptions and $870 for the standard deduction). 
The tax thereon is $1,378.60. Since the amount paid by the Sep- 
tember^l5 installment date, $1,312.50, exceeds $1,180.74 (90 percent 
of $1,378.60), the exception described in paragraph (a) (4) of this 
section applies. The exception described in paragraph (a) (3) of 
this section also applies in accordance with the following com- 
putation : 


Adjusted gross income for period ending August 31, 1955 

Adjusted gross income annualized ($8,700X12-^8) 

Taxable income annualized ($13,050 minus $1,200 for two’ personal 

exemptions and $1,000 for standard deduction) 

Tax on $10,850 (on basis of joint return) 

% of 70 percent of $2,421 [ 

Amount paid by September 15, 1955 


$8,700.00 

13.050.00 

10.850.00 
2,421.00 
1,271.02 
1,312.50 


Example (J) , H was a married individual, 73 years of age, who 
filed a joint return with his wife, W, for the calendar year 1966. W, 
who was 70 years of age, had no income during the year. H had 
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taxable income in the amount of $7,000 for the eight-month period 
ending on August 31, 1956, which included $2,000 of dividend income 
(after excluding $50 under section 116) and $900 of rental income. 
The $7,000 figure also reflected a deduction of $2,100 for personal 
exemptions ($600X4), since H and W were both over 65 years of 
age. The application of the exception described in paragraph 
(a) (3) of this section to an underpayment of estimated tax on the 
September 15th installment date may be illustrated by the following 
computation : 


Taxable income for the period ending August 31, 1956 (without 
deduction for personal exemptions) on an annual basis ($9,400X 

12-^8) $14,100.00 

Deduction for personal exemptions 2,400.00 

Taxable income on an annual basis $11,700.00 

Tax (on the basis of a joint return) 2,642.iX) 

Dividends received for 8-month period $2,050 

Less : Amount excluded from gross income under section 116. 50 

Dividends included in gross income $2,000 

Dividend income annualized ($2,000X12^8) 3,000 

Dividends received credit under section 34 (4 percent of $3,000) 120.00 

Tax less dividends received credit $2,522.00 

Betlrement income (as defined in section 37(c)) includes: 

Dividend income (to extent included in gross income) $2,000 

Bental Income 900 

Total retirement income W ’/I X * oaa 

Limit on amount of retirement income under section 3^ (a) . . 

Ketirement Income credit under section 37 (20 percent of $1,-00) . 

Tax less credits under section 34 and section 37 $2,282.00 

Amount determined under the exception described m paragraph 
(a) (3) of this section (% of 70 percent of $2,282) 

(d) Determination of taxable income for installment periods.— { 1) 
In general. — (i) In determining the applicability of the esceptio^ 
des^ibed in paragraph (a) (3) and (4) of tMs section, there 
an accurate determination of the amount of mcome . 

for the calendar months in the taxable year preceding 
date as of which the determination is made, t^t is, for the permd 
terminating with the last day of the third, “ end 

of the taxable year. For example, a taxpayer I 

bonuses to his employees but does not deduct 

bonuses until the last month of the "yf toaWe in- 

any portion of such year-end bonnes in 

come for any installment period other than the pS or 

for the taxable year, since deductions are not nntU paia 

accrued, depending on the to 

iiil if a taxpayer on an accrual method ot 

use either of the and deductions 

of this section, he must • j is derived from a business 

for each applicable period. It hi merchandise is an income- 

in which the production, purchase, or^l me 

producing factor requmrg the of mv,otor.os.^ , 
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to determine accurately the amount of his taxable income for the 
applicable period unless he can establish, with reasonable accuracy, 
his cost of goods sold for the applicable installment period. The cost 
of goods sold for such period shall be considered, unless a more exact 
determination is available, as such part of the cost of goods sold during 
the entire taxable year as the gross receipts from sales for such install- 
ment period is of gross receipts from sales for the entire taxable year. 

(2) Members of^ partnerships . — The provisions of this subpara- 
graph shall apply in determining the applicability of the exceptions 
described in paragraph (a) (3) and (4) of this section to an under- 
payment of estimated tax by a taxpayer who is a member of a partner- 
ship. 

(i) There shall be taken into account — 


{a) The partner’s distributive share of partnership items set 
forth under section 702, 

(5) The amount of any guaranteed payments under section 
707(c), and 

{g) Gains or losses on partnership distributions which are 
treated as gains or losses on sales of property. 

In determining a partner’s taxable income for the months in his 
taxable year which precede the month in which the installment date 
tails, the partner shall take into account items set forth in section 702 
for any partnership taxable year ending with or within his taxable 
year to the extent that such items are attributable to months in such 
partnership taxable year which precede the month in which the 
installment date falls. In addition, a partner shall include in his 
taxable^ income for the months in his taxable year which precede the 
iiionth in which the installment date falls guaranteed payments from 
the partnership to the extent that such guaranteed payments are 
includible in his taxable income for such months. See section 706(a) , 
section 707 (c) and § 1.707-1 (c) . 

(ii) The provisions of subdivision (i) {a) and (b) of this subpara- 
graph may be illustrated by the following examples : 

Exmnple {!). A, whose taxable year is the calendar year, is a 
member of a partnership whose taxable year ends on January 31st. 
A must take into account, in determining his taxable income for the 
installment due on April 15,^ 1955, all of his distributive share of 
partnership items described in section 702 and the amount of any 
guaianteed payments made to him which were deductible by the 
partnership in the partnership taxable year beginning on February 
1, 19o4, and ending on January 31, 1955. 

Emrn^le (^). Assume that the taxable year of the partnership 
0 which A, a calendar year taxpayer, is a member ends on June 30th. 
A must take into account in the determination of his taxable income 
±or the installment due on April 15, 1955, his distributive share of 
partnerslup items described in section 702 for the period July 1, 1954, 
through March 31, 1955 ; for the installment due on June 15, 1955, he 
must take into account such amounts for the neriod Julv 1 1954 

1900, he must take into account such amounts for the entire partner- 
ship taxable year of July 1, 1954, through June 30, 1955 (the date 
on which the partnership taxable year ends) . ^ 
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(3) BenefiGiaries of estates and trusts, — ^In determining tlie ap* 
plicability of the exceptions described in paragraph ? a) (ST and f 1) 
of this section as of any installment date, the benenciaiy of an estate 
or trust must take into account liis distributable share of income from 
the estate or trust for the applicable period (-whether or not actually 
distributed) if the trust or estate is required to distribute income to 
Mm currently. If the estate or trust is not required to distribute in- 
come currently, only the amounts actually distributed to the bene- 
ficiary during such period must be taken hito account. If the taxii ble 
year of the beneficiary and the taxable year of the estate or t rust ^ are 
different, there shall be taken into account the beneficiary ‘s distribu- 
table share of income, or the amount actually distributed tojiiin 
as the" case may be, during the months in the taxable^_year of the 
estate or trust ending within the taxable year of the beneficiaiT whien 
T)recede the month in which the installment date falls. See subpara- 
graph (2) of this paragraph for examples of a similar rule wliicu is 
applied when a partner and the partnership of which he is a member 
have different taxable years. 

(e) Special rule in case of change from joint return or separate 
'return for the preceding tamable year. — (1) Joint return to se par a. t. 
return. — In determining the applicability of the exceptions clescribeu 
in paragraph (a) (1) and (2) of this section to an unaerpayineiit ot 
estimated tax, a taxpayer filing a separate return who paiticipaxeu 
in the filing of a joint return for the preceding taxable year, shall 

be subiect to the following rule. The tax— 

(i) Shown on the return for the preceding taxable Tear, or 
hi) Based on the tax rates and Personal exemptions for the ^ 
able year but otherwise determined on the 

on the return for the preceding taxable year, and the law apphcab- 

return for the preceding taxable year. 

(2) Exmnvi.-Th^ rule in subparagraph (1) of thi» 
may be illustrated bj the fo^ng 

Example. H and W filed a 3 omt return tor^^^ 

showing taxable foo was attributable to H. and 

$20,000 f J® separate returns for 1956. 

was attributable to VV. Jn an nrece^no' taxable vear, for 

The to shown on the return of^“ *' 

purposes of determmmg the underparniert 

ritt’iKSfn t ‘iU is d.«d .s follows^ 

.000 

plftion’olSislax « ^0“ joto "attributable to H 

6200 

6600 X5280) 1.6654-2(6) (2) 
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(3) Separate return to ^oint return. — In the case of a taxpayer who 
participates in the filing of a joint return for the taxable year with 
respect to which there is an underpayment of estimated tax and who 
filed a separate return for the preceding taxable year— 

(i) The tax shown on the return for the preceding taxable year, 
for the purposes of determining the applicability of the exception 
described in paragraph (a) (1) of this section, shall be the sum of 
both the tax shown on the return of the taxpayer and the tax shown 
on the return of the taxpayer’s spouse for such preceding year, and 

(ii) The facts shown on both the taxpayer’s return and the return 
of his spouse for the preceding taxable year shall be taken into account 
for purposes of determining the applicability of the exception de- 
scribed in paragraph (a) (2) of this section. 

(4) Example. — The rules described in subparagraph (3) of this 
paragraph may be illustrated by the following example : 

Example. H and W filed separate income tax returns for the 
calendar year 1954 showing tax liabilities of $2,640 and $350, re- 
spectively. In 1955 they married and participated in the filing of 
a joint return for that year. Thus, for the purpose of determining 
the applicability of the exceptions described in paragraph (a) (1) 
and (2) of this section to an underpayment of estimated tax for the 
year 1955, the tax shown on the return for the preceding taxable 
year is $2,990 ($2,640 plus $350). 

§ 1.6654-3 Shoet Taxable Teaks of Individuals. — (a) In gen- 
eral . — The provisions of section 6654, wnth certain modifications re- 
lating to the application of subsection (d) thereof, which are explained 
in paragraph (b) of this section, are applicable in the case of a 
short taxable year for which a declaration is required to be filed, 
(See § 1.6015 (g)-l for requirement of declaration for short taxable 
year.) 

Rules as to application of section 665]^{^d). — (1) In any case 
in which the taxable year for which an underpayment of estimatecl 
tax exists is a short taxable year due to a change in annual accounting 
periods, in determining the tax — 

(i) Shown on the return for the preceding taxable year (for 
purposes of section 6654(d) (1) (A) ) , or 

(ii) Based on the personal exemptions and rates for the cur- 
rent taxable year but otherwise on the basis of the facts shown on 
the return for the preceding taxable year, and the law applicable 
to such year (for purposes of section 6654(d) (1) (B)), 

the tax will be reduced by multiplying it by the number of months 
in the short taxable year and dividing the resulting amount by 12. 

(2) If the taxable year for which an underpayment of estimated 
tax exists is a short taxable year due to a change in annual ac- 
counting periods, in annualizing the income for the months in the 
taxable year preceding an installment date, for purposes of section 
6654(d) (1) (C), the personal exemptions allowed as deductions under 
section 151 shall be reduced to the same extent that they are reduced 
under section 443(c) in computing the tax for a short taxable year. 

(3) If “the preceding taxable year” referred to in section 
6654(d) (1) (B) was a short taxable year, the tax computed on the 

§ 1.6654-2(e)(3) 
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basis of the facts shown on the return for such preceding year, for 
purposes of determining the applicability of the exception described in 
section 6654(d) (1) (B) , shall be the tax computed on the annual basis 
in the manner described in section 443(b) (1) (prior to its reduction in 
the manner described in the last sentence thereof) . If the tax rates 
or the taxpayer’s status with respect to personal exemptions for the 
taxable year with respect to which the underpayment occurs differ 
from such rates or status applicable to the preceding taxable year, 
the tax determined in accordance with the preceding sentence shall be 
recomputed to reflect the rates and status applicable to the year with 
respect to which the underpayment occurs. 


§ 1.6654-4 Applicability. — Section 6654 is applicable only with 
respect to taxable years beginning after December 31, 1954. Section 
294(d) of the Internal Revenue Code of 1939 shall continue in force 
with respect to taxable years beginning before January 1, 1955. 

§ 1.6655 Statutory Provisions ; Failure by Corporation to Pay 
Estimated Income Tax. 


SEC. 6655. FAILURE BY CORPORATION TO PAY ESTIMATED IN- 
COME TAX. 


(a) Addition to the Tax. — In case of any underpayment of estimated 
tax by a corporation, except as provided in subsection (d), there shall be 
added to the tax under chapter 1 for the taxable year an amount deter- 
mined at the rate of 6 percent per annum upon the amount of the under- 
payment (determined under subsection (b) ) for the period of the underpay- 
ment (determined under subsection (c)). 

(b) Amount of Underpayment. — ^P or purposes of subsection (a), the 
amount of the underpayment shall be the excess of — 

(1) The amount of the installment which would be required to be 
paid if the estimated tax were equal to 70 percent of the tax shown on 
the return for the taxable year or, if no return was filed, 70 percent of 


the tax for such year, over 

(2) The amount, if any, of the installment paid on or before the last 
date prescribed for payment. ' 

(c) Period of Underpayment. — The period of the underpayment shall 
run from the date the installment was required to be paid to whichever of 
the following dates is the earlier — 

(1) The 15th day of the third month following the close of the tax- 
able year. ^ ^ ^ 

(2) With respect to any portion of the underpayment, the date on 
which such portion is paid. For purposes of this paragraph, a payment 
of estimated tax on the 15th day of the 12th month shall be considered 
a payment of any previous underpayment only to the extent such pay- 
ment exceeds the amount of the installment determined under subsection 


(b) (1) for the 15th day of the 12th month. 

(d) Exception.— Notwithstanding the provisions of the preceding sub- 
sections, the addition to the tax with respect to any underpayment of any 
installment shall not be imposed if the total amount of all payments of 
estimated tax made on or before the last date prescribed for the payment 
of such installment equals or exceeds the amount which would have bem 
required to he paid on or before such date if the estimated tax were which- 
ever of the following is the lesser — 

(1) The tax shown on the return of the corporation for the pr^eding 
taxable year reduced by |100,000, if a return showing a liability for tax 
was filed by the corporation for the preceding taxable year and sucli 
preceding year was a taxable year of 12 months. 

(2) An amount equal to the tax computed at the rates applicable L 
the taxable year but otherwise on the basis of the facts shown on the 
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return of tlie corporation for, and the law applicable to, the preceding 
taxable year. 

(3) (A) An amount equal to TO percent of the tax for the taxable year 
computed by placing on an annualized basis the taxable income: 

(i) for the first 6 months or for the first 8 months of the tax- 
able year, in the case of the installment required to be paid in the 
ninth month, and 

(ii) for the first 9 months or for the first 11 months of the tax- 
able year, in the case of the installment required to be paid in the 
twelfth month. 

(B) For purposes of this paragraph, the taxable income shall be 
placed on an annualized basis by — 

(i) multiplying by 12 the taxable income referred to in sub- 
paragraph (A), and 

(ii) dividing the resulting amount by the number of months in 
the taxable year (6 or 8, or 9 or 11, as the case may be) referred 
to in subparagraph (A). 

(e) Definition of Tax. — For purposes of subsections (b), (d) (2), and 
(d)(3), the term “tax” means the excess of— 

(1) the tax imposed by section 11 or 1201(a), or subchapter L of 
chapter 1, whichever is applicable, over 

(2) the sum of — 

(A) $100,000, and 

(B) the credits against tax provided in part IV of subchapter A 
of chapter 1. 

(f) Short Taxable Year. — The application of this section to taxable 
years of less than 12 months shall be in accordance with regulations pre- 
scribed by the Secretary or his delegate. 

§ 1.6655-1 Additioit to the Tax ix the Case of a Corpokatiox. — 
(a) In general, — ( 1) Section 6655 imposes an addition to the tax under 
chapter 1 of the Code in the case of any underpayment of estimated 
tax by a corporation (-with certain exceptions described in section 
6656(d)). This addition to the tax is in addition to any applicable 
criminal penalties and is imposed whether or not there was reasonable 
cause for the underpayment. The amount of the underpayment for 
any installment date is the excess of — 

( 1 ) 70 percent of the tax shown on the return for the taxable year or, 
if no return was filed, 70 percent of the tax for such year, multiplied 
by the percentage of the estimated tax for the taxable year which is 
required to be paid, and divided by the number of installment dates 
prescribed for such taxable year, over 

(ii) The amount, if any, of the installment paid on or before the last 
day prescribed for such payment. 

(2) The amount of the addition is determined at the rate of 6 
percent per amium upon the underpayment of any installment of 
estimated tax for the period from the date such installment is required 
to be paid until the 15th day of the third month following the close 
of the taxable year, or the date such underpayment is paid, whichever 
is earlier. For purposes of determining the period of the underpay- 
ment (i) the date prescribed for the payment of either installment of 
estimated tax shall be determined without regard to any extension of 
time, and (ii) a payment of estimated tax on the 16th day of the last 
month of the taxable year, to the extent that it exceeds the amount 
of the installment determined under subparagraph (1) (i) of this 
paragraph for such date, shall be considered a payment of the previous 
underpayment, if any. 

(3) The term ^‘tax’’ as used in subparagraph (1) (i) of this para- 
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graph means the excess of the tax imposed by section 11 or section 
1201(a) , or subchapter L of chapter 1 of the Code, whichever is appli- 
cable, over the sum of $100,000 and the credits against the provided 
by sections 32 and 33. 

(4) For special rules relating to the determination of the amount 
of the underpayment in the case of a corporation -whose income is 
included in a consolidated return, see § 1.1502-49. 

(h) Statement relating to underpayment , — If there has been an 
underpayment of estimated tax as of the installment date prescribed 
for its payment and the taxpayer believes that one or more of the 
exceptions described in § 1.6655-2 precludes the assertion of the ad- 
dition to the tax under section 6655, it should attach to its income tax 
return for the taxable year a Form 2220 showing the applicability 
of any exception upon which the taxpayer relies. 

(c) Example , — The method prescribed in paragraph (a) of com- 
puting the addition to the tax may be illustrated by the following 
example : 

Example, A corporation using the calendar year basis Reported 
on its declaration for 1955, estimated tax in the amount of $ 50 , 000 . 
It made payments of $2,500 each on September 15, 1955, and Decem- 
ber 15, 1955. On March 15, 1956, it filed its final income tax return 
showing a tax liability of $200,000. Since the amount of each of the 
two installments paid by the last date prescribed for payment thereof 
wuxs less than 5 percent of 70 percent of the tax shown on the return, 
the addition to the tax under section 6655(a) is applicable and is 
computed as follows: 


( 1 ) 

( 2 ) 

(3) 

(4) 


Tax as defined in paragraph (a) of this section ($200,000- 
$100,000 (no credits allowable under sections 32 and 33) — 

709^0 of item (1) — / 1".'*;:;; 

Amount of estimated tax required to be paid on each mstali- ^ 

ment date (5% of 

Deduct amount paid on each installment date 


(5) 


Amount of underpayment for each installment date (item (3) 
minus item (4)) 


Addition to the tax : ^ . o 

First installment — period 9/15/55 to 3/lo/oo^-- 
Second installment — ^period 12/15/55 to 3/lo/oo. 


§ 1.6655-2 Exceptioits to Imposition of ™ 

Tax in the Case of Cokpokations.— (a) /n gemtd. T ‘ . 

to the tax under section 6655 will J^ot be orlefore the date 

ment of any installment „ ^otal amount of all 

prescribed for payment of the i^stal ^ amount which 

payments of estimated tax equc Wpfore =ucli date if the 

would have been required to 

estimated tax were the least of the folio , ‘ taxable vear. 

(1) The tax shown on the return for the 
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shown on the return for the preceding taxable year and the law ap- 
plicable to such year, in the case of a corporation required to file a 
return for such preceding taxable year ; or 

(3) An amount equal to 70 percent of the tax determined by plac- 
ing on an annual basis the taxable income for either the first 6 months 
or the first 8 months of the taxable year (wiiichever results in no ad- 
dition being imposed) , in the case of the installment required to be 
paid by the 15th day of the 9th month, or for either the first 9 motnhs 
or the first 11 months of the taxable year (whichever results in no 
addition being imposed) , in the case of the installment required to 
be paid by the 15th day of the 12th month. The taxable income so 
determined shall be placed on an annual basis by — 

(i) Multiplying it by 12, and 

(ii) Dividing the resulting amount by the number of months 

in the taxable year for which the taxable income was so determined. 

(4) In the case of a taxpayer whose taxable year consists of 52 or 
53 weeks in accordance with section Ml (f), the rules prescribed by 
§ l.Ml“2(b) shall be applicable in determining, for j)urposes of sub- 
paragraph (1) of this paragraj)!!, whether a taxable year was a year 
of 12 months and in determining, for purposes of subparagraph (3) 
of this paragraph, the commencement of the 6- or 8-month period or 
the 9- or 11-month period, whichever is ai)plicable. For example, if 
a taxable year begins on December 26, 1956, taxable income for the 
first 6 months of such year, for purposes of subparagraph (3) of this 
paragraph, shall be taxable income for the period beginning on De- 
cember 26, 1956, and ending on June 30, 1957, since such taxable year 
is deemed to commence on January 1, 1957, under section Ml(f). 

(5) If the end of any accounting period employed by the taxpayer 
(e. g., any of either thirteen 4-week periods or four 13- week periods) 
does not correspond to the termination date of the applicable 6- or 
8-nionth or 9- or 11-month period, taxable income shall be determined 
from the beginning of the taxable year to the close of the accounting 
period ending immediately before the termination date of the appli- 
cable 6“ or 8-month or 9- or 11-month period and to the close of the 
accounting periqd within which such termination date falls. There 
shall be determined that portion of the difference between the t^vo 
amounts of taxable income so determined which bears the same ratio 
to the total difference between such amounts as the number of days 
from the close of the first such accounting period to the close of such 
applicable 6- or 8-month or 9- or ll-month period bears to the total 
number of days between the termination dates of such tw^o accounting 
periods. The portion of the difference between such amounts so de- 
termined shall then be added to (or subtracted from) taxable income 
determined to the close of the first such accounting period to determine 
taxable income for such applicable 6- or 8-month or 9- or 11-montli 
period. F or example, a taxj)ayer whose taxable year consists of 52 
or 53 weeks in accordance with section Ml (f) has a taxable year 
beginning on December 26, 1956, and thirteen 4- week accounting pe- 
riods are employed in determining taxable income. Taxable income 
from December 26, 1956, to the close of the 4-week accounting period 
ending on June 11, 1957, is $200,000, and taxable income from Decem- 
ber 26, 1956, to the close of the 4-week accounting period ending on 
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July 9, 1957, is $228,000, Taxable income for the 6-moiith period 
ending on June 30, 1957, is $219,000 ($200,000+ (19X28,000-^28) ). 

{h) Meamng of terms, — (1) For the purpose of the exceptions 
described in paragraph (a) of this section, the term ^^tax” means the 
excess of the tax imposed by section 11 or 1201 (a), or subchapter L 
of chapter 1 of the Code, whichever is applicable, over the sum of 
$100,000 plus the credits against the tax allowed by sections 32 and 33, 

(2) ^ The credits against the tax allowed by sections 32 and 33 are — 

(i) ^ In the case of the exception described in paragraph (a) (1) 
of this section, such credits shown on the return for the preceding 
taxable year, 

(ii) In the case of the exception described in paragraph (a) (2) 
of this section, such credits shown on the return for the preceding 

year, except that if the amount of any such credit would 
be affected by any change in rates, the credits shall be determined 
by reference to the rates applicable to the current taxable year, 
and 

(iii) In the case of the exception described in paragraph (a) 

(3) of this section, such credits computed under the law and rates 
applicable to the current taxable year. 

The provisions of subdivision (ii) of this subparagraph may be illus- 
trated by the following example : 

E xample. Assume that during the taxable year within which the 
normal tax rate in section 11 changes from 30 percent to 25 percent, 
corporation X has an underpayment of estimated tax. One-fourth 
of the taxable income of corporation X for the taxable year preced- 
ing that in which such underpayment occurs was from sources within 
foreign country Y. The return of corporation X for such preceding 
year shows taxable income of $325,000 and a tax, without regard to 
any credits, of $163,500. The credit allowed by section 33 on account 
of taxes paid to foreign country Y may not exceed one-fourth of such 
amount, or $40,875, under section 904. The tax for the preceding 
year, computed by using the rates applicable to the year during which 
the underpayment occurs, would be reduced to $147,250 and the limi- 
tation under section 904 on the credit allowed under section 33 for 
taxes paid to foreign country Y would be reduced to $36,812.50, for 
purposes of determining the applicability of the exception described 
in paragraph (a) (2) of this section. Therefore, the exception de- 
scribed in paragraph (a) (2) of this section will be applicable if, on 
or before the date prescribed for such payment, the total amount paid 
by corporation X equals or exceeds the amount which would have 
been required to be paid by such date if the estimated tax were 
$10,437.50 ($147,250 less ($100, 000+$36, 812.50) ). 

(3) For the purpose of the exceptions described in paragraph (a) 

( 1) and (2) of this section, the term ^‘return for the preceding taxable 
year” means the income tax return for such year which is required 

by section 6012 (a) (2). ^ ... 

(c) Examples, — ^The application of the exceptions to the imposi- 
tion of the addition to tax may be illustrated by examples employing 
the following statement of facts : i oi i 

X, a corporation with a taxable year ending on March ol, nleci a 
declaration on December 15, 1955, showing an estimated tax of 
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$35,500 for its taxable year ending March SI, 1956. The first in- 
stallment of $1,775 was paid with the filing of the declaration and the 
second installment in the same amount was paid on March 15, 1956. 
X reported a tax liability of $154,800 on its return due June 15, 1966. 
There was an underpayment of estimated tax in the amount of 
$125.50 on each installment date determined as follows: 

(1) Tax as defined in paragraph (b) of this section ($154,300 — 


$100,000) $54,300.00 

(2) 70 percent of item (1) 38,010.00 

(3) 5 percent of item (2) 1,900.50 

(4) Deduct amount paid on each installment date 1,775.00 


(5) Amount of underpayment at each installmeot date (item (8) 

minus item (4) ) $125.50 


The application of each exception described in paragraph (a) of this 
section is determined as follows: 

( 1) Assume X reported a liability of $168,500 on its return for the 
taxable year ending March 31, 1955. If the estimated tax were 
$163,500 reduced by $100,000, or $68,500, the amount which would 
hare been required to be paid on or before each installment date 
would be 5 percent of $68,500, or $3,175. Since this amount exceeds 
the amount actually paid on each installment date ($1,775) , the ex- 
ception described in paragraph ( a) (1) of this section does not apply. 

(2) Since the corporation tax rates under section 11 are the same 
for the taxable years ending on March 31, 1955, and March eSl, 1956, 
the amount of tax determined under paragraph ( a ) ( 2 ) of this section 
and the amount required to be paid on each installment date to qual- 
ify under the exception described therein are the same as the coi're- 
spoiiding amounts determined under paragraph (a) (1) of this sec- 
tion. Accordingly, the exception described in paragraph (a)( 2 ) of 
this section does not apply. 

^ determined that its taxable income for the first 6 months 
and the first 8 months of the taxable year ended March 31, 1956, was 
$200,000, respectively, and that its taxable income fox* 
the first 9 months and the first 11 months was $264,000 and $319,000, 
respectively. The income for each period is annualized as follows : 


$180,000xi2-^6=$3f)0,000 
$200,000xi2-f-8==$300,000 
$264, 000X12 -^9==$352, 000 
$319,O00X12-^ll=$34S,000 


whether the installment payment made on December 
lo, 1950, equals or exceeds the amount which would have been re- 
quired to be paid if the estimated tax w^ere equal to 70 percent of the 
tax computed on the annualized income for either the 6 or 8-month 
perioci, tile toiiowing computation is necessary : 


n \ A ^ MOYlthS S MOUtTlfi 

December 15, 1956, $1,775, exceeds 
the amount which would haTe been required to be paid on such date 
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($1,767.50) if the estimated tax were 70 percent of the tax deter- 
mined by placing on an annualized basis the taxable income for the 
first 8 months of the taxable year, the exception described in para- 
graph (a) (3) of this section applies and no addition to tax will be 
imposed for the underpayment of the installment paid on December 
15, 1955. A similar computation must be made with respect to the 
annualized income for the 9 and 11-month periods to determine 
whether or not the addition to the tax will be imposed with respect 
to the underpayment of the March 15, 1956, installment. The com- 
putation follows: 


9 Months 11 Months 

(1) Annualized income $352,000.00 $348,000.00 

(2) Tax on item (1) reduced by $100,000 59,940.00 58,000.00 

(3) 70% of item (2) 41,958.00 40,642.00 

(4) 5% of item (3) 2,097.90 2,032.10 


Since the amount of the installment paid on March 15, 1956, $1,775, 
does not equal or exceed the amount which would have been required 
to be paid on such date if the estimated tax were 70 percent of the 
tax determined by placing on an annual basis the taxable income for 
either the 9- or 11-month period, the addition to the tax with respect 
to the underpayment of the March 15, 1956, installment must be 
imposed. 

( d) Determination of taxable income for 'portion of taxable year . — 
In determining the applicability of the exception described in para- 
graph (a) (3) of this section, there must be an accurate determination 
of the amount of income and deductions for the appropriation period, 
that is, for the first six, eight, nine, or eleven months of the taxable 
year. See § 1.6654-2 (d) (1) for a description of a similar require- 
ment with respect to individuals. 

§ 1.6655-3 Short Taxable Years m the Case of Corporation's.-— 
(a) In general. — The provisions of section 6655, with certain modi- 
fictions relating to the application of subsection (d) thereof, which 
are explained in paragraph (b) of this section, are applicable in the 
case of a short taxable year for which a declaration is required to be 
filed. (See § 1.6016-4 for requirements of declaration for short tax- 
able year.) 

(b) Rules as to aplication of section 6655 {d). — In any case in 
which the taxable year for which an underpayment of estimated tax 
exists is a short taxable year due to a change in annual accounting 
periods, in determining the tax — 

(1) Shown on the return for the preceding taxable year (for 
purposes of section 6655(d) (1)) ; 

(2) Based on the current year’s rates but otherwise on the basis 
of the facts shown on the return for the preceding taxable year 
and the law applicable to such year (for purposes of section 
6655(d)(2)); or 

(3) Computed by placing taxable income for a portion of the 
current year on an annual basis under section 6655(d) (3) ; 

the tax will be reduced by multiplying it by the number of months 
in the short taxable year and dividing the resulting amount by 12. 
The application of the exception provided in section 6655 (d) (3) shall 
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be determined as if the estimated tax were 70 percent of the tax so 

reduced. 

(c) Preceding taxable year a short taxable year. — If prececlin<^* 

taxable year’' referred to in section 6656(d) (2) was a short tiixable 
year, the tax computed on the basis of the facts shown on the I'ctiirn for 
such preceding year, for puri)oses of determining the applica,l>ili(,y 
of the exception described in section 6655(d) (2), sliall be tlie tax 
computed on the annual basis in the manner described in section 
443(b) (1) (prior to its reduction in the manner described in the last 
sentence thereof) . If the tax rates for the taxiible year witli resi)oct 
to which the underpayment occurs differ from the rates applicable ic> 
the preceding taxable year, the tax determined in accordance witli the 
preceding sentence shall be recomj)uted using the rates api)li cable to 
the year with respect to which the underj)ayment occurs. 
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Accounting methods: 

Accrual 

Cash receipts and disbursements 

Change of 

Computation of taxable income 

Constructive receipt of income, year of inclusion. 

Contracts, completed I 

Decedent’s income 

Deductions, when taken 

Foreign tax credit 

Soil and water conservation expenditures 

Trading stamp redemption 

Year income taxable 

Accounting period, change, year for computation of 
taxable income. 

Adjusted basis, gain or loss: 

Bank property 

Cancellation of indebtedness, bankruptcy pro- 
ceedings. 

D et er mination 

Interest in property acquired before decedent’s 
death. 

Interest in property acquired from decedent — 

Lease improvements to property 

Adjusted gross income, general definition 

Advertising, circulation expenses, deductions for 
individuals and corporations. 

Aliens. {See Nonresidents Eesidents.) 

Alimony: 

Decree of divorce or separate maintenance 

Deductibility 

Estate or trust, income in case of divorce, bene- 
ficiary. 

Gross income defined 

Income from spouse 

Life insurance proceeds or employees death 
benefits. 

Periodic installment payments 

Separation agreement in writing 

Support of minor children 

Transfer of property, rule for husband 

Amortization: 

Bond premiums: 

Definition of bond 

Determination of premium 

General rules 7 

Emergency facilities, capital gains and losses — 
Gain or loss basis, adjustments 


Survivorship, deductions from amounts received 
under Joint contract. 

Taxability, gross income defined 

Armed Forces: 

^ Gross income defined ■■'''i.iiVln 

Per diem and mileage allowance -nlnle m 

travel status. . 

Subsistence, exclusion from gross 

Uniforms, exclusion from gross income- -- 
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1.446-1 

207 

1.446-1 

207 

1.446-1 

207 

1.451-2 

212 

1.451-3 

213 

1.451-1 

211 

1.461-1 

21S 

1.905-1 

34S 

1 . 1 75-6 

132 

1.451-4 

214 

1.451-1 

211 

1.441-1 

1S9 

1.1016-9 

416 

1.1016-7, 

414. 416 

1.1016-8. 

1.1011-1 

377 

1.1014-6, 

389, 393 

1.1014-7. 

1.1014-5, 

387, 393 

1.1014-7. 

1.1019-1 

418 

1.62-1 

40 

1.173-1 

115 


1.71-1 

45 

1.215-1 

14S 

1.682(a)-l 

242 

1.61-10 

36 

1.71-1. 

45 

1.101-5.- 

73 

1.71-1--- 

45 

1.71-1 

45 

L71-1-- 

45 

1.71-1 

45 

1.171-4 

114 

1 171-2 

107 

L171-1 

105 

1.123S-1 

477 403, 

1.1016-3, 

411 

1.1016-4. 


1.691 {d;-l 

25 S 

1.61-10 

36 

1.61-2 

J 01 

26 

26 

1 01 ‘T* 

20 

l.Gl-2 

26 
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Assessments, Armed Forces, death in combat zone 
during induction period. 

debrs, political parties 

Bankruptcy and receiverships: 

Basis of property, gain or loss, adjustments 

Discharge of indebtedness, gross income 

Banks, basis of property, gain or loss, adjustments-. 

Basis : 

Gifts and transfers in trust, gain or loss 

Interest in property acquired before decedent's 
death, gain or loss. 

Interest in property acquired from decedent, 
gain or loss. 

Property acquired as result of involuntary con- 
version. 

Property acquired from a decedent, gain or ioss._ 

Remainder interest, bequest, devise, or inherit- 
ance, gain or loss. 

Substituted, adjustments required, gain or loss.. 
Beneficiaries, life insurance proceeds or employees' 
death benefits. 

Bonds: 

Discounts, capital gains and losses 

Interest, gross income defined 

Premiums, amortization: 

Definition of bond 

Determination of premium 

Gain or loss basis of property, adjustments. 

General rules _ 

Ptetirement, capital gains and losses 

Bonuses, received, gross income defined 

Capital assets: 

Artistic works, capital gains treatment 

Copyrights. (See Copyrights.) 

Definition, meaning of terms 

Holding period, determination of period" for 
which property is held. 

Patents. (See Patents.) 

Stock and bonds, retirement, capital gains and 

losses. 

Capital expenditures: 

Circulation expenses 

Deductibint3g nontrade or nonbusiness ex- 
penses. 

Gain or loss basis, adjustments 

Research and experimental expenditures' "ex- 
penses. 

Unharvested crop sold with land, production 

costs. 

Capital gains and losses: 

Alternative tax: 

Computation 

Deduction for capital gains I 

Terms relating to capital gains and los'sesll 
Business property, sale, exchange or involuntary 
conversion. 

Corporations: 

Alternative tax ■ 

Emej^ency facility, amortization in excess 
of depreciation. 

Real property subdivided for sale, acquired 
by foreclosure. 

Dealera in securities. (See Dealers in securities.) 


Section rnijc 

1.C92-1 2(i2 

1.271 Kit 

1.1010- 7, 414,410 

1 . 1010 - 8 . 

1.01-12 ;{7 

1.1010- 9 410 

1.1015-1, 298, 400 

1.1015-4. 

1.1014- 0, 389, 39:5 

1.1014-7. 

1.1014- 5, 387, 393 

1.1014-7. 

1.1033(c)-l 428 

1.1014- 4, 384, 393 

1.1014-7. 

1.1014- 8 390 

1.1010- 10 417 

1.101-3 05 


1.1232- 3 45.3 

1.61- 7 33 

1.171- 4 111 

1.171- 2 107 

1.1016-5 411 

1.171- 1 105 

1.1232- 2 4.53 

1.61- 2 2(5 

1.1231- 1 447 

1.1221-1 -439 

1.1223-1 444 

1.1232- 1 453-450 

through 

1.1232-4. 

1.173- 1 11.5 

1.212-1 134 

1.1016-5- 411 

1.174- 1 118 

1.268-1 155 


1.1201-1 431 

1.1202-1 433 

1.1222-1 441 

1.1231-1 447 


1.1201-1 431 

1.1238—1 - 477 

1.1237 464 
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Capital gains and losses — Continued 

Estates and trusts, alternative tax computation^ 
Individuals: 

Alternative tax computation 

Emergency facility, amortization in excess 
of depreciation. 

Employees, sale of profit-sharing right 

Options, sales or exchanges 

Patents sold or exchanged 

Real property subdivided for sale 

Retirement of bonds, capital gains and 
losses. 

Sale of profit-sharing right 

Sales between husband and wife or indi- 
vidual and controlled corporation. 
Limitation, corporations and other taxpayers. __ 

Nonresidents: 

Aliens in United States 

Patents sold or exchanged 

Partnerships. (See Partnerships.) 

Timber and coal: 

Coal disposed of under royalty contract 

Sale, exchange or involuntary conversion.. 
Timber cutting, considered as sale or ex- 
change. 

Timber disposed of under royalty contract. 

Carrybacks and carryovers, capital loss 

Carrying charges: 

Expenditures under royalty contract for disposal 
of coal, election to capitalize. 

Interest deduction 

Charitable contributions. (See Contributions (de- 
ductibility) .) 

China Trade Act corporation: 

Dividends 

Foreign tax credit 

Income from sources without the United States, 
special deduction. 

Citizens, foreign tax credit, general rule 

Citizens of United States (nonresident) : 

Government personnel, cost of living allowances. 
Income from sources without the United States. 


Section Page 

1.1201-1 431 

1.1201-1 431 

1.1238- 1 477 

1.1240- 1 479 

1.1234- 1 457 

1.1236-1. 459 

1.1237 464 

1.1232-1 453-456 

through 

1.1232-4. 

1.1240- 479 

1.1239- 1 478 

1.1201-1, 431, 434 

1 . 1211 - 1 . 

1.871-7 309 

1.1235- 1 - 469 


1.631- 3 230 

1.1231-1 447 

1.631- 1 223 

1.631- 2. 226 

1.1212-1- 436 

1.272-1 161 

1.163-2 90 


1.943-1. 372 

1.901- 1, 1.942.. 338, 372 
1.941-1 through 370-371 

1,941-3. 

1.901- 1- 338 

1.912 359 

1.911"L 352, 364 

1.931-1. 


Claims : 

Against United States, acquisition of property, 
tax limitation. 

Restoration of amounts received or accrued 
under claim of right. 

Commissions, salesmen, gross income defined 

Community property and income, gain or loss basis, 
property acquired from decedent. 

Compensation received: 

Convenience of employer, meals and lodging fur- 
nished employees, gross income. 

Miscellaneous, gross income defined 

Property other than cash : 

Distributions by wholly owned foreign cor- 
poration in lieu of dividends, foreign tax 
credit. 

Gross income defined 

Stock and notes transferred to employees.. 
Salaries, fees, etc.: 

Gross income defined r 

Sources within and without United btates — 


Sources without the United State 


1.1347-1 

1.1341-1 

1.61-2 

1.1014-2 


1.61-2- 

1.61-1- 

1.902-2. 


1.61-2.-- 

1.61-2..- 

1 . 61 - 2 ..- 

1.861-4, 

1 . 862-1 

1.911-1-- 


494 

484 

26 

380 

26 

26 

343 


2§ 

26 

26 

292, 2S5 
352 



542 


Condemnation awards, mortgaged property con- 
demned by Government, involuntary conversion. 
Consolidated returns, adoption and changes of ac- 
counting period. 

Contracts: 

Completed, accounting methods 

Disposal of coal under royalty contract, deducti- 
bility of expenditures. 

States^ or political subdivisions, gross income 
defined. 

Contributions (deductibility) : 

Limitation: 

Charitable deduction of estate and trusts 


Nonresidents 

Trusts: 

Accumulated income, limitation 

Gifts made in trust 

Prohibited transactions, limitation 

Unrelated business income, limitation 

Cooperatives: 

Housing corporation: 

Interest paid by tenant-stockholders 

Taxes paid by tenant-stockholders 

Tenant-stockholders, definitions 

Copyrights: 

Capital gains treatment 

Income from sources within and without United 
States. 

Corporations: 

General: 

Alternative tax computation, capital gains__ 
Amortization, bond premiums 

Income from sources within United States 
possessions. 

Limitation on capital losses 

Sale and purchase of own bonds, gross in- 
come. 

Sinking fund, gross income 

Credits against tax: 

Foreign corporations 

Income from sources within United States pos- 
sessions, China Trade Act corporation. 

Limitation on retirement income 

Nonresident alien 

Regulated investment company shareholders, 
foreign tax credit. 

Credits and refunds, Armed Forces, death in combat 
zone during induction period. 

Dealers in securities, capital gains and losses 

Decedents: 

Amortization of bond premiums. 

Deductions, accounting m ethods 

Income in respect of, inclusion in gross income. _ 


Medical expenses, paid after death 

Deductions: 

Business expenses : 

Circulation expenditures 

Definition, research and experimental ex- 
penditures. 

Limitation on hobby losses.. 

Optional treatment, research and experi- 
mental expenses. 


Section Page 

1.1033(a)-2, 421, 425 

1.1033(a)~S. 

1.441-1, 189, 194 

1.442-1. 

1.451-3 213 

1.272-1 161 

1.61-3 28 


1.681 (a)~l 233-242 

through 
1.681(d)-l. 

1.873-1 320 

1.681 (a)-2 234 

1.681 (b)-2 239 

1.681 (b)-l 237 

1.681 (a)-2 234 


1.216- 1 (a) (2) __ 150 

1.216- l(a)(l)_. 149 

1.216- l(d) 151 

1.1231-1 447 

1.861-1, 289, 295 

1.862-1. 

1.1201-1 431 

1.171- 1, 105, 113 

1.171-3. 

1.931- 1 364 

1.1211-1. 434 

1.61- 12 37 

1.61- 13 39 

1.882-1 328 

1.931- 1, 364, 372 

1.942-1. 

1.37 22 

1.874-1 323 

1.853-1 through 279-281 
1.853-4. 

1.692-1 262 

1.1236-1 463 

1.171- 1 105 

1.461-1 218 

1.691 (a)-l 246-249 

through 
1.691 (a)-4. 

1.213-1 138 


1.173- 1 115 

1.174- 2 118 

1.270-1 156 

1.174- 3 120 
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Deductions — Continued 

Business expenses — Con tinned 

Preiuiunis on life insunuicc contracts 

Resea, roll and experiniontal expenditures 

Soil and water conservation 

IJnliarvested croj) sold with land 

Contributions. (>S'cc Contributions (deduct- 
ibility).) 

General : 

Adjusted gross income 

Claim of right items previously included in 
income. 

Foreign corporations, alloca,tion 

Income from sources without the United 
States. 


Income in respect of decedents 

Interest: 

Carrying charges, interest not sepa- 
ratc^ly stated. 

Paid within taxable yetir on indebted- 
ness. 

Nonresidents, allocation 

Nonbusinc^ss expoi uses : 

Classification and limitation 

Cooperative housing assessments, tenant- 
stocklioldors. 

Premiums on life insurance contracts 

Selling of subdivided real property- 

Standard: 

Elections - 


Husband and wife 

Individuals 

Marital status 

N 01 1 resides! it al iens- - 

Taxes. (See Taxes.) 

When taken: 

Real |)ropcrty taxes, accounting methods- - 
Taxable yea,r of taxpayer using accrual or 
cash basis accounting method. 

Depletion: 

Cost, percentage, deductibility from royalties re- 
cidved undr.r coal disposal contract. 

Gain or loss basis, adjustments - 


Depreciation, gain or loss basis, adjustments. 


Bcetion Page 

1.264-1 through 153-154 
1,264-2. 

1.174- 1 118 

1.175- 1 through 127-132 
1.175-6. 

1.268-1 155 


1.62-1 40 

1,1341-1 484 

1.882-3, 1.882-4 329, 330 

1.911-1, 352,362, 

1.922-1, 364, 368 

1.931-1, 

1.933-1, 

1.941-1. 370 

1.691 (b)-l 251 

1.163- 2 90 

1.163- 1 90 

1.873-1 320 

1.212-1 - 134 

1.216-l(b) 150 

1.264-1 through 153-154 
1.204-2. 

1.1237 464 

1.144-1, 78, 79 

1.144-2, 

1.145. 

1.142- 1 76 

1.141- 1 75 

1.143- 1 77 

1.142- 2 76 


1.461-1 218 

1.461-1 218 


1.631-3 230 


1.1016-3, 403,411 

1.1016-4. 

1.1016-3, 403,411 

1.1016-4. 


Discharge of indebtedness: 

Gain or loss basis, adjustments, bankruptcy pro- 1.1016-7, 
ceedings. 1.1016-8. 

Gross income defined 1.61-12 

Distributions: 

Foreign corporation wholly owned by domestic 1.902-2 

corporation, foreign tax credit. 

Stock, gain or loss basis of property, adjust- 1.1016-5 — 
m ents. 

Dividends: 

Gross income, general rule i oro o 

Paid, regulated investment companies, after close 1.853 2, 
of taxable year. 

Patronage, tax treatment as to patrons l.ol-o 


414, 416 
37 
343 
411 

35 

280, 285 
31 
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Dividends — Continued 
Received : 

China Trade Act corporation, exemption __ 
Distributions in lieu of dividends by wholly 
owned foreign corporation, foreign tax 
credit. 

Regulated investment company share- 
holders, capital gain, aggregate, etc. 
Sources within and without United States__ 

Earned income (sources without United States), exclu- 
sion from gross income. 

Earnings and profits, regulated investment com- 
panies. 

Elections: 

Accounting method, accrual of real property taxes 
Accounting period, year consisting of 2-53 
weeks. 

Amortizable bond premiums 

Amounts received under royalty contract for dis- 
posal of coal as sale or exchange. 

Amounts received under royalty contract for dis- 
posal of timber as sale or exchange. 

Circulation expenditures, capitalized 

Foreign corporations, taxation on net basis 

Foreign taxes as a credit or deduction 

Property involuntarily converted 

Recovery of unconstitutional Federal taxes 

Regulated investment companies 

Research and experimental expenditures 

Standard deduction 


Timber cutting as sale or exchange 

War loss recoveries 

Estimated tax: 

Corporations : 

Additions to tax for under payment. 


Amendment of declaration. 


Contents of declaration 

Extension of time for filing declaration 

Extension of time for payment of tax 

Payment: 

Calendar or fiscal year 

Extension of time I' 

Requirement of filing declaration 

Short taxable year 


Time and place for filing declaration 

Income from sources without the United States 
Individuals: 

Additions to tax for underpayment 


Amendment of declaration. 
Applicability of 1954 Code. 


Section Page 

1.943-1 372 

1.902-2 343 


1.854-1 through 283-284 
1.854-3. 

1.861-3, 291-295 

1.862-1. 

1.911-1 352 

1.852-5 276 


1.461-1 218 

1.441-1 189 

1.171-1, 105, 113 

1.171-3. 

1.631- 3 230 

1.631- 2 226 

1.173- 1 115 

1.882-3 329 

1.901-1, 338, 348 

1.905-2. 

1.1033(a)-2 421 

1.1346-1 492 

1.851-2 through 266-267 
1.851-4. 

1.174- 4 122 

1.144-1, 78, 79 

1.144-2, 

1.145. 

1.631-1 223 

1.1335-1 482 

amended. 


1.6655-1, 532, 533, 

1.6655- 2, 537 

1.6655- 3. 

1.6016- 3, 507, 512, 

1.6074-2, 517 

1.6154- 1. 

1.6016- 2 507 

1.6074- 3 512 

1.6154- 3 519 

1.6154- 1 517 

1.6154- 3 519 

1.6016- 1 506 

1.6016-4, 507, 512, 

1.6074-2, 518 

1.6154- 2. 

1.6074- 1 511 

1.911-1 352 

1.6654-1, 520, 523, 

1.6654- 2, 530 

1.6654- 3. 

1.6015 (e)-l, 502,509, 

1.6073-1, 514 

1.6153-1. 

1.6015 (i)-l 505 
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Estimated tax — Continued 
Individuals — Continued 

Contents of declaration 

Definition of estimated tax 

Estates and trusts 

Extension of time for filing declarations 

Extension of time for payment of tax 

Fiscal years 

Joint declaration by husband and wife 

Payment: 

Calendar years 

Extension of time 

Fiscal years 

Requirement of filing declaration 

Return as declaration or amendment 

Short taxable year 


Time and place for filing declarations 

Exchanges of property: 

Gain or loss, recognition 

Patents, capital gains and losses 

Personal property within and without United 
States, gains and income. 

Realty within and without United States, gains 
and income. 

Tangible or intangible, gross income 

Unharvested crop sold with land 

Exempt income : 

Earned income from sources without the United 
States. 

Foreign governments and international organi- 
zations. 

Life insurance proceeds or employees’ death 
benefits. 

Resident of Puerto Rico 

Exempt organizations: 

Foreign, educational and charitable 

Payments on behalf of person rendering services. 
Exemptions: 

Blind persons, additional allowance 

Dependents: 

Child—.. — 

Definition 


Multiple support agreements 

Student, additional J 

Nonresidents, deduction allowance 

Old-age, additional allowance 

Personal : 

Change of accounting period 

Reduction allowance, general 

Nonresidents, limitation 

Possessions of the United States 

Spouse, determination of marital status 

Extension of time: 

Declarations of estimated tax: 

Corporations — 

Individuals 

Income from sources without the United States . 


Section 

1.6015(d)-l__ 

1.6015(c)-l 

1.6015(h)~l. _ 

1.6073- 4 

1.6153-4 

1.6073- 2. _ 
1.6015(b)-l._ 


1.6153- 1 

1.6153- 4 

1.6153- 2 

1.6015(a)-l 

1.6015(f)-l.... 

1.6015(g)-l, 

1.6073-3, 
1.6153-3. 
1.6073-1 


1 . 1002 - 1 . 

1.1235-1_ 

1.861- 7, 

1.862- L 

1.861- 6, 

1.862- 1. 
1.61-6... 
1.268-1.. 


1.911-1 


1.892-1 


1.101-1 through 
1.101-6. 
1.933-1.. 

1.877.. 

1.61-2 


1.151-1, 

1.151-2. 


1.151- 2, 

1.151- 3. 

1.151- 3, 

1.152- 1, 
1.152-2. 

1.152- 3--. 

1.151- 2, 

1.151- -3. 

1.151- 1.-- 

1.151- 1, 

1.151- 2. 

1.443-1--- 

1.151-1, 

1.151-2. 

1.873-1--- 

1.931-1.-- 

1.153- 1--- 


1.6074-3. 

1.6073-4. 

1.911-1- 


Page 

500 

500 

505 

511 

516 

510 

498 

514 
516 

515 
496 
503 

504, 510, 
515 

509 

376 
459 
293, 295 

292, 295 

32 

155 

352 

333 

53-73 

368 

325 

26 


80, 82 


82,83 

83, 84, 
86 

87 
82, 83 

80 

80, 82 


198 
80, 82 

320 

364 

88 


512 

511 

352 
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Extension of time — Continued 
Payment of estimated tax: 

Corporations 

Individuals 

Farmers and farming: 

Cash or accrual method of accounting, gross in- 
come. 

Gain or loss basis of property, adjustments 

Livestock sales, capital gains and losses 

Sale of diseased livestock, involuntary conver- 
sion. 

Soil and water conservation expenditures 

Unharvested crop sales, capital gains and losses. 

Unharvested crop sold with land 

Fiduciaries: 

Administrative expenses, deductibility 

Property acquired from decedent, gain or loss 
basis. 

Foreign corporations: 

Credit for foreign taxes 

Credits, returns prerequisite 

Deductions allowable, election of nonresident to 
be taxed on net basis. 

Earnings of ships or aircraft 

Gross income, sources within United States 

Income exempt under tax conventions 

Nonresidents, taxation 

Residents, taxation 

Stock owned by domestic corporation, foreign 
tax credit. 

Taxation, classes of corporations 

Wholly owned by domestic corporation, distri- 
butions in lieu of dividends, foreign tax credit. 
Foreign governments and employees, tax exemption, 
compensation of employees. 

Foreign personal holding companies: 

Amortization, bond premiums 

Stock acquired from decedent, gain or loss basis. 
Stock, gain or loss basis of property, adjust- 
ments. 

Foreign tax credit: 

China Trade Act 

Conditions of allowance 

Definition 

Distributions received in lieu of dividends from 
wholly owned foreign corporation. 

Domestic corporation owning stock in foreign 
corporation. 

General rule, individuals and corporations 

Income from sources within United States pos- 
sessions. 

Income in respect of decedents 

Limitation 

Redetermination 

Regulated investment company shareholciers 

Taxes accrued but not paid, requirement of 

bond, 

Taxes in lieu of income, war profits and excess 
profits taxes. 

Taxes paid to foreign country or United States 
possession. 

Western Hemisphere Trade 

When taken 


Section Paffe 

1.6154-3 519 

1.6153-4 51G 

1.61-4 29 

1.1016-5 411 

1.1231- 2 450 

1.1033(e)-l 430 

1.175-1 through 127-132 
1.175-6. 

1.1231- 1 447 

1.268-1- - 155 

1.212-1 134 

1.1014-3 383 


1.901- 1 338 

1.882- 4 330 

1.882- 3 329 

1.883- 1 331 

1.882- 2 329 

1.883- 1 331 

1.881- 2 327 

1.882- 1 328 

1.902- 1 342 

1.881-1 320 

1.902- 2 343 

1.893-1 334 


1.171-3 113 

1.1014-2 380 

1.1016-5 411 


1.942 372 

1.905-2 348 

1.901- 2 340 

1.902- 2.. 343 

1.902- 1. 342 

1.901-1 338 

1.931-1 364 

L691(b)-1 251 

1.904- 1 345 

1.905- 3 350 

1.853-1 through 279-281 

1.853-4. 

1.905- 4 350 

1.903- 1 344 

1.164-1 94 

1.922-1 362 

1.905- 1 348 
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Gain or loss: 

Basis : 

Adjustments : 

Banks 

Bond premium amortization 

Gau collation of indebtedness, bank- 
ruptcy. 

Capital expenditures 

Consent stock dividends 

Depreciation, amortization, and de- 
pletion 

Distribution of stock 

Farm and farming 

Foreign personal holding companies, 
stock. 

Improvements 

Lease improvements 

Mines and mining, development and 
exploration expenses. 

Personal holding company,' foreign, 
stock. 

Heal estate, residence 

Reorganizations, bankruptcy proceed- 
ings. 

Research expenses 

Gifts and transfers in trust 

Interest in property acquired from decedent 
prior to his death, adjustments. 
Property acquired from decedent 


Property included in inventory 

Real estate, taxes assumed by purchaser.... 

Sale or other disposition of property 

Substituted, adjustments required 

General, cancellation of lease or distributors 
agreement. 

Recognition: x 4 . 

Coal disposed of under royalty contract. 
Interest in property acquired from decedent. 

Involuntary conversion of property 


Real property subdivided for sale 

Sale or other disposition of property, com- 
putation. 

Timber cutting considered as sale or ex- 

TimbS-^disposed of under royalty contract. 
Gifts, basis of property, gain or loss — 


Gross income : 

Alimony and separate maintenance pay- 


ments. 

Earned income from sources without the 
IJnited States. 


Foreign corporations, earnings of ships or 
aircraft. 


Section 

Page 

1.1016-9 

416 

1.1016-5 

411 

1.1016-7, 

414, 416 

1.1016-8. 

1.1016-5 

411 

1.1016-5 

411 

1.1016-3, 

403, 411 

1.1016-4. 

1.1016-5 

411 

1.1016-5 

411 

1.1016-5 

411 

1.1016-2 

402 

1.1019-1 

418 

1.1016-5 

411 

1.1016-5 

411 

1.1016-5 

411 

1.1018-1 

418 

1.1016-5 

411 

1.1015-1 through 

398-400 

1.1015-4. 

1.1014-5, 

387, 393 

1.1014-7. 

1.1014-1 

384, 393 

through 

1.1014- 4, 

1.1014- 7. 

1.1013-1 

378 

1.1001-1, 

373, 377 

1.1012-1. 

1.1012-1 

377 

1.1016-10 

417 

1.1241-1 

480 

1.631-3 

230 

1.1014-5, 

387, 393 

1.1014-7. 

1.1033(a)-l 

421-430 

through 

I.l033{e.;-L 

1.1237- - 

4tj4 

1.1001-1 

373 

1.631-1 

223 

1.631-2 

226 

i.1015-1 

398-100 

through 

1.1015-4. 

1.71-1 

45 


1.91 1-b 
1J12-L 

1.912-2, 

1.933-L 

1.943-L 

1.8S3-R-- 


352, 359, 
359, 368, 
372 


331 
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Gross income — Continued 
Exclusions — Continued 

Life insurance proceeds or employees^ death 
benefits. 

Medical expenses reimbursed 

Nonresidents, earnings of foreign ships or 
aircraft. 

Rental value of parsonages 

Inclusions: 

Alimony and separate maintenance pay- 
ments. 

Earnings of aliens 

Foreign corporations, income from sources 
within United States. 

Income in respect of decedents 


Items defined as income 

Items not specified as income from within 
or without United States, allocation. 
Items specified as income from within and 
without United States. 

Medical expenses reimbursed 

Nonresidents, income from sources wdthin 
United States. 

When included: 

Accounting methods 

Constructive receipt 

Obligations issued at discount 

Holding period: 

Capital assets 

Real property subdivided for sale 

Husband and wife: 

Alimony and separation agreement payments. 

Capital loss carryover 

Foreign tax credit 

Improper accumulation of surplus, foreign tax credit . 
Improvements: 

Basis of property, adjustments, gain or loss 

Expenditures by lessee, gross income 

Real property subdivided for sale 

Income: 

From sources within United States possessions: 

Citizens or domestic corporations 

Foreign tax credit 

From sources without United States: 

Exchange controls, foreign tax credit 

Nonresident citizens, residents of Puerto 
Rico, domestic corporations, and certain 
foreign trade corporations. 

Sources : 

Definitions of terms...... 

Items not specified as from sources within 
or without United States, allocation. 
Partly within and without United States: 
Alternative method for determination. 

Telegraph and cable services 

Transportation service 

Within a foreign country or possession of 
United States. 

Within and without United States, items 
specified. 

Individuals: Losses. (See Losses: Individuals.) 
Installment payments: 

Estimated tax: 

Corporations 

Individuals 


Section 

1 . 101-1 

through 

1 . 101 - 6 . 

1.213-1 

1.872-2 

1.107-1 

1.71-1 

1.871- 1 

1.882-2 

1.691(a)-l 

through 

L691(a)-4. 

1.61 through 
1.61-14. 

1.863-1 

1.861-1, 

1.862-1. 

1.213-1 

1.872- 1 


1.451- 1- 

1.451- 2. 
1.454-1. 

1.1223-1 

1.1237.- 


1.71-1 

1 . 1212-1 

1.901- 1, 1.904-1 

1.901- 1 

1.1016-2 

1.61-8 

1.1237 


1.931-1 

1.901-1 

1.905-1 

1.911-1 through 
1.943-1 


1.864-- 

1.863-1 


1.863-2. 

1.863- 5- 

1.863- 4- 

1.863- 6- 


1.861-1, 1.862-1 


1.6154-1 
1.61 .^. 3-1 


Page 

53-73 


138 

319 

73 

45 

306 

329 

246-249 


25-39 

296 

289, 295 

138 

318 


211 

212 

215 

444 

464 

45 
436 
338, 345 
338 

402 

35 

464 


364 

338 

348 

352-372 


305 

296 


297 

304 
301 

305 

289, 295 


517 

A 
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InatallinGiit sales, obligations acquired from dece- 
d(‘nts. 

Iiisuraiice : 

Premiums : 

Officers^ or employees’ contracts 

Paid by employer for employees 

Single premium life insurance, endowment, 
or annuity contracts. 

Proceeds : 

Alimony payments, death benefits 

Contract payable by reason of death 

Employees’ death benefits, $5,000 limita- 
tion. 

Interest accrued on dividends 

Interest payments, death benefits 

Medical expenses reimbursed 

Payment at date later than death, install- 
ment payments. 

Insurance companies, foreign, nonresident, taxation. 
Interest; 

Deficiencies; 

Estimated tax; 

Corporations 


Individuals. 


Foreign tax credit redetermined 

Exempt, Government obligations 

Paid; 

Carrying charges, interest not separately 
stated. 

Nontrade or nonbusiness expenses, deducti- 
bility. 

Taxable year of indebtedness, deduction. _ 

Tenant-stockholders, cooperative housing 
corporation. 

Received; 

Gross income defined 

Life insurance proceeds or employees death 
benefits. ^ ^ 

Sources within and -without United btates.. 


Invcntorics, gain or loss basis, property included 

Involuntary conversions: 

Basis of property acquired 

Business property, land or capital assets — - — 
Conversion into money or dissimilar property _ - 

Conversion into similar property - - 

Disposition of converted property occurring atter 

Disposition of converted property occurring 
before 1951. 

Establishment of replacement funds, property 
converted before 1951. , 

Excess lands within irrigation project 

Gain or loss 


Livestock diseased..----- 

Period for replacement of property. 


Residence of taxpayer— - - - - - - - y 
, Joint returns. {See Husband and wife.) 


payment., m 

Property improvements, ad 3 ustments, g 


SSeetion 

1.691(a)-5 


1.264- 1 
1.61-2. 

1.264- 2 


1.101- 5. 

1 . 101 - 1 , 
1 . 101 - 2 . 

1.61-7. 

1.101- 3 
1.213-1 

1.101- 4 

1.881-1 


1.6655-1, 

1.6655- 2, 

1.6655- 3. 
1.6654-1, 

1.6654- 2, 

1.6654- 3. 

1.905-3 

1.61-7. 

1.163- 2 

1.212-1 

1.163- 1- - 

1.216-l(a) (2).. 


1.61-7. 

1.101-3 

1.861-2, 

1,862-1. 
1.1013-1 

1.1033(c)-l 

1.1231-1 

1.1033(a)-2(b)- 

1.1033(a)-2(b). 

I.l033(a)-2(a)- 

1.1033(a)-3-'— 

1.1033(a)-2 

l.l033(a)-4 

1.1033(d)-l— - 
1.1033(a)-l, 
1.1033(c) -3. 

1.1033(e)-l 

1.1033(a)-2 

1.1033(b)-l--- 


1.1241-1 

1.1019-1 


Page 

250 


153 
26 

154 


53 

56 

33 

65 
138 

66 

326 


532, 533, 
537 

520, 523, 
530 

350 

33 

90 

134 

90 

150 


33 

65 

290, 295 
378 

428 
447 
422 
422 
421 

425 

421 

426 

429 
421, 425 

430 
421 

427 


4S0 

418 
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Licenses, income from sources within and without 
United States. 

Losses: 

Casualty or theft, nonresidents, limitation 

Hobby, individuals, limitation on deductions 

Individuals: 

Limitation on allowable deductions 

Limitation on capital losses 

Limitation, individuals, hobby losses 

Miscellaneous, nonresidents, allowance and lim- 
itation. 

War: 

Additional tax resulting from recoveries, 
foreign tax credit. 

Recoveries, manner of election, amended-- 

Medical expenses, deductibility 

IMines and mining, gain or loss basis, development 
and exploration expenses, adjustments. 

Ministers, gross income defined 

Minors: 

Guardian or committee fees, deductibility 

Support, alimony and separation agreement pay- 
ments. 

Natural resources: 

Coal, royalties contract 

Income partly from within and without United 
States, allocation. 

Timber cutting, capital gains treatment 

Timber, royalties under disposal contract 

Net operating loss, soil and water conservation ex- 
penditures. 

Nonresidents: 

Alien: 

Income from sources within United States. 

Residents of Puerto Rico 

Trainees, exemption from withholding of per 
diem. 

Classes of aliens 

Credits, returns prerequisite 

Deductions, returns prerequisite 

Earnings of foreign ships or aircraft 

Income from sources without the United States - 

Loss of residence by an alien 

Partnerships, nonresident alien partner 

Proof of residence of aliens 

Residence of alien seamen 

Standard deduction 

Status of alien employee determined by employer- 
Taxation: 

No United States business, gross income 
limitation. 

Trade or business within United States 

Obligations: 

States and subdivisions, issued at discount, ac- 
counting methods. 

United States or possessions, issued at discount, 
accounting methods. 

Oil and gas properties, limitation of surtax on sale-- 
Options: 

Restricted employee stock: 

Disposal of stock 

Exercise of 

General rules 

Meaning and use of terms ^ 

Modification, extension, or renewal of 

Sale or failure to exercise, capital gains and 
losses. 


Section 

1 . 861 - 5 , 

1 . 862 - 1 . 

1 . 873 - 1 --- 

1 . 270 - 1 --- 

1 . 270 - 1 .-- 
1 . 1211 - 1 - - 

1 . 270 - 1 ... 
1 . 873 - 1 --- 


1 . 901 - 1 - 

1 . 1335-1 

1 . 213 - 1 - 

1 . 1016-5 

1 , 61 - 2 .. 

1 . 212 - 1 - 


1 . 631 - 3 
1 . 863-1 

1 . 631 - 1 

1 . 631 - 2 
1 . 175-5 


1 . 871 - 1 - 

1 . 876 - 1 - 

1 . 1441-4 

1 . 871 - 1 - 

1 . 874 - 1 - 

1 . 874 - 1 . 

1 . 872 - 2 - 
1 . 932 - 1 - 

1 . 871 - 5 . 

1 . 875 - 1 . 

1 . 871 - 4 . 

1 . 871 - 3 - 
1 . 142 - 2 . 

1 . 871 - 6 . 

1 . 871 - 7 - 

1 . 871 - 8 - 
1 . 454 - 1 - 
1 . 454 - 1 - 
1 . 632 - 1 - 


1 . 421 - 5 - 

1 . 421 - 3 - 

1 . 421 - 2 - 

1 . 421 - 1 - 

1 . 421 - 4 - 
1 . 1234-1 


Page 
292 , 295 


320 

156 

156 

434 

156 

320 


338 

482 

138 

411 

26 

134 

45 


230 

296 

223 

226 

130 


306 

324 

495 

306 
323 

323 
319 
367 
308 

324 

308 

307 
76 

309 

309 

317 

215 

215 

232 


172 
170 
167 

173 
457 
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Partnerships: 

Capital gains and losses, patents sold or ex- 
changed. 

Distributions, partner’s share of gross income. . 

Foreign, nonresident alien partner 

General: 

Amortization, bond premiums 

Resident alien partner’s share of foreign 
tax credit. 

Patents: 

Definition of terms 

Income from sources within and without tfiiited 
States. 

Sales or exchanges, capital gains and losses 

Pensions, gross income defined 

Personal expenses, deductibility 

Personal holding company : 

Foreign: 

Amortization, bond premiums 

Stock acquired from decedent, gain or loss 
basis. 

Stock, gain or loss basis, adjustments 

Tax credit 

Possessions of United States. (See Income:" ¥rom 
sources wdthin the United States possessions.) 

Real estate : 

Accrual of taxes, accounting methods 

Apportionment of taxes between seller and 
purchaser. 

Gain or loss basis, taxes assumed by purchaser^ 

Involuntary conversion, residence of taxpayer. . 

Real property, subdivided for sale 

Residence, gain or loss basis, adjustments 

Sale of land, capital gains and losses 

Records, regulated investment companies, determi- 
nation of status. 

Recoveries ; 

Unconstitutional Federal taxes 

War losses, additional tax, foreign tax credit 

Regulated investment companies: 

Foreign tax credit allowed to shareholders 

Requirements 

Rent paid, value of parsonages 

Rent received: 

Gross income defined 

Sources within and without United States 

Reorganizations, bankruptcy proceedings, gain or 
loss basis, adjustments. 

Research expenses, gain or loss basis, adjustments 

Residence: 

Alien individuals, determination 

Aliens, credit for foreign taxes 

Income from sources within and without 
United States. 

Statement to withholding agent amended. 

Retirement income, limitation 

Returns: 

Corporation, adoption and changes of account- 
ing period. 

Forms, foreign tax credit, election, individuals 
and corporations. 

Fractional part of year, adoption and changes of 
accounting period. 

Fractional year, standard deduction 


Section 

Page 

1.1235-1 

459 

1.61-13 

39 

1.875-1 

324 

1.171-3 

113 

1.901-1.. 

338 

1.1235-2 

460 

1.861-5, 

292, 295 

1.862-1. 


1.1235-1 

459 

1.61-11 

37 

1.212-1 

134 

1.171-3 

113 

l.lOlA-2 

380 

1.1016-5 

411 

1.901-1 

338 


1.461-1. 

218 

1.164-6 

97 

1.1001-1, 

373, 377 

1.1012-1. 

1.1033(b)-l 

427 

1.1237 

464 

1.1016-5 

411 

1.1231-1 

447 

1.852-8- 

278 

1.1346-1 

492 

1.901-1 

338 

1.901-1 

338 

1.851-1 through 

265-267 

1.851-3. 

1.107-1 

73 

1.61-8 

35 

1.861-5, 

292, 295 

1.862-1. 

1.1018-1 

418 

1.1016-5 

411 

1.871-2 

307 

1.901-R- 

338 

1.871-1 - 

306 

1.1441-5 

495 

1.37 

22 

1.441-1. 

189, 194 

1.442-1. 

1.905-2 

348 

1.441-L 

189,194 

1.442-1. 

1.142-2. 

76 
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Returns — Continued 
Husband and wife: 

Alimony and separate maintenance pay- 
ments. 

Exception allowance 

Individuals : 

Earned income from sources without the 
United States. 

Newly married couples, adoption and 
changes of accounting period. 
Information, regulated investment companies, 
shareholders. 

Partnerships, adoption and changes of account- 
ing period. 

Period covered, adoption and changes of ac- 
counting period. 

Royalties : 

Foreign corporation wholly owned by domestic 
corporation, foreign tax credit. 

Gross income defined 

Income from sources within and without United 
States. 

Received under coal disposal contract, capital 
gains treatment. 

Sales or exchanges: 

Between husband and wife or individual and 
controlled corporation. 

Business property land or capital assets 

Cancellation of lease or distributor’s agreement. 

Emergency facilities 

Patents, capital gains and losses 

Personal property produced within and sold 
without or produced without and sold within 
United States. 

Personal property within and without United 
States, gains and income. 

Proceeds from disposal of timber under royalties 
contract. 

Proceeds under royalties contract for disposal of 
coal. 

Property, gain or loss, recognition 

Real property subdivided for sale 

Realty within and without United States, gains 
and income. 

Tangible or intangible property, gross income. _ 

Timber cutting, election 

Unharvested crop sold with land 

Standard deductions : 

Elections 


Husband and wife 

Individuals 

Marital status 

Nonresident aliens 

Stock: 

Rights : 

Disposition of restricted employee stock 
options. 

Employee options, meaning and use of 
terms. 

Exercise of restricted stock options by 
employee. 

Modification, extension, or renewal of em- 
ployee stock options. 

Restricted employee stock options, general 
rules. 


Section 

Page 

1 . 71-1 

45 

1 . 151 - 1 , 

80 , 82 

1 . 151 - 2 . 

1 . 911-1 

352 

1 . 441 - 1 , 

189 , 194 

1 . 442 - 1 . 

1 . 852 - 7 , 

277 , 278 

1 . 852 - 8 . 

1 . 441 - 1 , 

189 , 194 

1 . 442 - 1 . 

1 . 441 - 1 , 

189 , 194 

1 . 442 - 1 . 

1 . 902-2 

343 

1 . 61-8 

35 

1 . 861 - 5 , 

292 , 295 

1 . 862 - 1 . 

1 . 631-3 

230 

1 . 1239 - 1 .-- 

478 

1 . 1231 - 1 __- 

447 

1 . 1241 - 1 ..- 

480 

1 . 1238 - 1 - __ 

477 

1 . 1235 - 1 --- 

459 

1 . 863-3 

297 

1 . 861 - 7 , 

293 , 295 

1 . 862 - 1 . 

1 . 631-2 

226 

1 . 631-3 

230 

1 . 1002-1 

376 

1.1237 

464 

1 . 861 - 6 , 

292 , 295 

1 . 862 - 1 . 

1 . 61-6 

32 

1 . 631-1 

223 

1 . 268-1 

155 

1 . 144 - 1 , 

78 , 79 

1 . 144 - 2 , 

1 . 145 . 

1 . 142-1 

76 

1 . 141-1 

75 

1 . 143-1 

77 

1 . 142-2 

76 

1 . 421-5 

179 

1 . 421-1 

167 

1 . 421-3 

172 

1 . 421-4 

173 

1 . 421-2 

170 
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Surtax, regulated investment companies 

Tax: 

Computations: 

Foreign tax credit redetermined 

Restoration of amounts received or accrued 
under claim of right. 

Rates : 

Corporate normal tax rate extended 

Doubling, nonresidents and foreign corpo- 
rations. 

Taxable income: 

Accounting method, computation 

Computation, unharvested crop sold with land_ 

Definition 

Nonresident foreign corporations 

Recomputation, limitation on deductions allow- 
able to individuals. 

Regulated investment companies 

Resident foreign corporation 

Taxes: 

Deductions : 

Corporation taxes assessed against share- 
holder. 

Corporations, general rules 

Deduction denied of certain taxes 

Estate tax, general rule, income in respect 
of decedents. 

Foreign taxes paid or accrued 


Individuals, general rules. 

Local benefits 

Nontrade or nonbusiness expenses 

Real estate, apportionment between seller 
and purchaser. 

Real property taxes, accounting methods.. 
Recovery of unconstitutional Federal taxes. 

Retail sales and gasoline taxes 

Stamp taxes - - - 

Tenant-stockholders payments to cooper- 
ative housing corporation. 

When deductible 


TDrus^s * 

Estates and trusts: 

Amortization, bond 

Application of trust rules to alimony 
payments. 

Charitable deduction limitation. 

Accumulated income 

Gifts made in trust 

Prohibited transactions 

Unrelated business income. 

Credit for foreign taxes, 

Estate tax, income m respect of dec 

Gross income defined 

Income in case of divorce 


Nontrade or nonbusiness 
ductibility. . 

Unrelated income, estates ’ 

charitable contributions deduch . 

Western Hemisphere corporations. 


Definition 

Special deductions 


expenses, de- 
limitation on 



Section 
1. So 2-2... 


1.905---3- 

1.1341-1 


1 . 11 ... 

1.S91-1 


1.446-1 

1.26S-1 

1.63 

1.881-2 

1.270-1 

1.852-3 

1.SS2-1 


1.164- 7 - 

1.164- 1 

1.164- 2 

1.691 (c)-l 

1.901-1, 

1.905-1. 

1.164- 1 

1.164- 4 

1.212-1 

1.164- 6 

1.461-1 

1.1346-1 

1.164- 5 

1.164- 3 


1.164-1 


1.171-1. 1.171-3 
1.6S2(bi-l 


1 . 6 Sl(c)-l 

l.eSlfbj-2 

I.tiSl'b';-! 

1.6Sl(a!-2 

1.904-1 

l.i)9bc,!-2 

1.61-13 

1.6.S2',.. -i- , 
l.('S 2 :e - 1 . 
1.212-1 

1.6Sl{aj-2 


1.921- 1 

1.922- 1 


Page 



350 


9 

33 


of'i— 

155 
43 

327 

156 

275 

32S 


103 

94 

94 

253 


33S, 348 


94 

95 
1 34 

97 

2iS 

492 

96 
95 

140 

94 


105, 1 
244 


2 '04 
2 ; 2 ) 
237 

:;M 5 

255 

39 

242 , 215 
134 
234 


3 i >2 
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Withholding: 

Nonresidents: 

Alien trainees, exemption from per diem>__ 

China Trade Act corporation 

Citizens of United States possessions 

Employees of foreign government 

Statement to withholding agent 


Section Page 

1.1441- 4 495 

1.943-1 372 

1.932-1 367 

1.893-1 334 

1.1441- 5 495 


amended. 
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